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MEMORANDUM FOR THE SECRETARY OF DEFENSE 
SUBJSCT: Contract Cost Principles 


Since 1949, the Armed Services Procxirement Regulation has contained 
a very brief statement of the principles relating to the allowability of manu-^ 
facturers* costs for use in connection with payments under contracts which are 
on a cost reimbursement basis. This statement has contained principally three 
listings, first, those types of costs which are regtilarly allowable, second, 
those which are regularly unallowable and, third, those which are allowable 
only to the extent specially treated in the contract. The regulations have con- 
tained no principles or policy guidance with respect to the method of dealing 
with coats or cost estimates in contracts of types other than cost reimbursement 
contracts. 

For nearly five years there has been increasingly intensive pressure 
on the Department for the development of a new set of cost principles which 
wo;J.d both give more detailed and precise policy guidance in the treatment of 
many cost elements and woxild be applicable to all types of contracting or con- 
tract settlement situations. Specifically, the adoption of such a uniform, 
comprehensive set of cost principles has been strongly advocated by the House 
Appropriations Conomittee, the Comptroller General of the United States, and 
the Hoover Commission. 

We-have been in the process of developing such a comprehensive set 
of cost principles for several years. However, as I am sure you will recognize, 
this is a highly complicated and controversial subject and one which generates 
a wide variety of different views as to the treatment which should be afforded 
each detailed cost element. As a result, the obtaining of a degree of agreement 
on this set of cost principles has been a slow process. By last. fall we had 
obtained sufficient agreement among the different elements within the Department 
able to issue a draft of the proposed principles to various indus- 
for their comment. These comments, which for the most part were 
qmte critical of the proposed draft, have been reviewed, evaluated and thoroughly 
discussed with Assistant Secretary McNeil and the Materiel Assistant Secretaries 
of the three military departments preparatory to our undertaking discussions 
wHa industry groups in an effort to resolve our differences to the e:rtent practical. 


avi 


Prior to our discussions with industry I believe that you should ha 
of the policy approaches that we propose to take. 


The industry comment was critical with respect to each element of 
cost, such as the cost of institutional and product advertising, which we had 
felt should not be charged to the government but which industry considered a 
normal cost of doing business. In other words they considered that aU notmaf ^ 
and prop er costs of d oing busines's should b e allowed by the goverzanentl^^^ 
^^TSe^w^jasohaW ^dey the^ «n?ractor 

^ such costs clearly have noting 

conduct ^ gover^ent business. We feel ^t there are some costs, such as 
advertising or allowances for bad debts, which although necessary ik the 
conduct of the busines s should not be aUocated to government contracts. 

The industry comment also made it clear that, sq Ions as there were 
“ C0,t,.tad».try:d4d fayo*. 

ofcost_£rmcj^les_t^cj^^^ 

pri type of contracts or tb'nego^teda ^ 
^^mted^cpntre^. The basis for this opposition seems to bVa^Hcf 
that the use of post principles in these situations will lead to formula pricins 

included m the cost principles themselvea of the methods of use of these 
principles m the pricing or settlement of these contracts is adequate to 
assure that they will not damage the negotiatloa process. ' 

la our meetings with Ux, JdcNeil and the J^ateriel Assistant 
Secretaries consideration has been given to Stane' twenty issues which were 
raised by industry. We have come to agreement among ourselves on all 
but one. On several of these issues we have agreed to accept the industry, 
viewpoint whereas in a number of others we believe that we should not 
accept that viewpoint. 

Tab A, attached, is a summary of the one remaining issue on whiclt 
we do not have internal agreement and on which we seek your advice. . This 
has to do ^th the aUowabmty, as a part of total compensation to employeei, 
primarily involvmg executive compensation, of that portion which is dependent 

^ to allowance w^reas 

the Aray, Navy, ASD(ComptroUer) and ASD(Supply and Logistics)’ favor 

problem has been with us for several years and it was previousiy 
decided by Ur. Wilson that such eiqtenses should not be allowed as costs. The ^ 
question is agam raised by the industry comment and there is again alack of 
agreement. The arguments on this subject are included in Tab A. 


“°‘ a’^cept/; “.r ■ 

^>,- i, attached, is an identification of the principal changes to 

which we have agreed as a result of the industry comment?. 

^ ^«^«=hed, is our timetable for the completion of this 

project and the issuance of this section of the regulation ^ 


/ * ) 7 / 

r' . L . . , /./. ' 

'i^kkiNs McGuire' ' 

Assistant Secretary of Defense 
(Supply and Logistics) 


4 Inclosures ■ 

Tabs A, B, C and D 
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TAB B 



pMentificatio n and Evalttatio n of the Signi ficant Rema^-ni'ng Issues 

with Industry 


ISSUHl 


Shoxild there be an attempt to get uniformity of cost treatment in all of 
the various types of contractual situations where costs are a factor in pricing? 




^dustry Position 

With very slight exception industry agrees with the objective of uniformity 
of cost treatment but is seriously concerned lest the^ggUcation of these prin> 
ciples lead government contracting personnel to resolve controversial points of 
negotiation by unilateral accounting solutions rather than by overall bargaining. 
Specifically^ they fear that the description, contained in the document itself, 
of the "applicability" of these cost principles to fixed price types of contracts 

may lead to formula pricing rather than to negotiation based upon factors other 
than estimated costs. 

Government Position 



^ The "applicability" section of these cost principles makes it clear that 

they are for use only when costs are a factor in pricing. They do not enlarge, 
or even affect, the ntxmber of types of transactions where costs are to be con* 
sidered nor do they suggest that a specific treatment of costs shall be paramount 
to other considerations in cases where estimated costs are one of several factors 
affecting the negotiation. The present guidance, contained elsewhere in ASPR, 
with respect to negotiation and pricing techniques and methods (which has the 
solid support of industry) remains in effect and is the basis for judgment as to 
when costs or cost estiihates should be importantly considered in pricing. It is 
only when costs are considered that these cost principles apply. Hence it is not 
felt that the danger of formula pricing woijld be increased by the adoption of 
these principles. iUther, they would encourage a consistent treatment of costs 
where costs are dealt with at all. However, we have agreed to revised language 
to make these pbints completely clear (See Tab C, Item 1). 


ISSUE 2 




Should the cost principles provide for the non-acceptance by the govern- 
ment of any cost which is normal, legal, and reasonably necessary in the 
conduct of the contractor's business? 



/y 


ladttBtry Position 



.i»geae3^al the industry view was that the govenaneat should accept its 
pT5 rata allocation of all normal and necessary costs of doing business. This 
view was very generally stated by all industry's groups as well as by the 
C«nptroUers Institute^ 


Goverament Position 


TMs is probably the most d iffi cult issue to resolve to the satisfaction of 
all parties. As a generality we agree that we should accept our share of the 
norm^ e^enses of doing business. Nevertheless the difference between com* 
mercial business and government business is such that certain types of expense 
should not be ^ocated to us no matter what the accotinting system of the contractor 
normally provides. Examples of such es^enses are entertainment expense 
rese^es for commercial bad debts. We have also considered that certain other 
individual es^ense items such as product and institutional 'advertising contri- 
b^tions and d o nations, should not be accepted by the government. ■ 


ISSUE 3 

^^^^M^ted to Issue 2' is the additional question as to whether the government 
■M^uiy^estion the "reasonableness" or "allocability" to goverrment work of a 
cost which is. haadled consistently under the contractor's norma* accounting 
system in accordance with "generally accepted accounting principles". Stated 
differently,, this question is whether the cost principles should contain rules or 
guidelines for dete rmin i n g the "reasonableness" or "allocability" of various 
cost elements' or whether we should accept, as the criterion, "generally accepted 
accounting practices". 


Industry Position 

Industry feels strongly and nearly wakormly that "reasonableness" and 
of costs should be gbyerned by good accounting practice as re* 
fleeted in going accounting systems and that the government shoxild not adopt 
special tests or criteria which require significant variations in induftry's 
accounting systems. Hence, they feel that t^ cost principles should not attempt 
to prescribe how to evaluate the "reasonableness" or the "aUocability" of any 

element of cost and, above all, that’ we should not say that a cost iaaot allocable 
to us. 


Gover n ment Posiiiipn 

’•Generally accepted accounting principles" are broad standards for the 
evaluation of the financial position of an enterprise and for the measurement of 
income and expense over a given period of time. Thus a system may be main- 
tained in accordance with such principles and fulfill the requirements of manage- 
ment, the stockholders, the taxing authorities, and others, and yet not yield cost 
data satisfactory for cost reimbxirsement or to support pricing judgments without 
some adjustments. Accordingly what may be "good accoimting practice, " for 
the purpose of deter minin g the company's overall income and expense may be 
inappropriate when determining the price to be charged a particular customer 
or d'nss of customers. 



ISS UZ 4 


Th^ proposed cost principles point out that when we are buying from 
companies or industries actively engaged in commercial competition, we can 
nor ma l l y rely on the restraints of competition to assure that certain items of 
expense, such as general research, are kept by management decision within 
reasonable bounds. However, where we are dealing with firms whose work is 
exclusively or predo m i n a n tly with the government such competitive restraints do 
^ exist. To provide appropriate control in such instances and to avoid unex- 

d disallowances of costs by the government, the cost principles suggest that, 

^^h respect to elements of cost where reasoziableness is hard to deterznine, 
particularly with contractors whose work is predominantly with the government, 
there should be advance agreement as to the extent of allowability of such costs 
and that such agreements should be incorporated in the contracts. The issue 
is whether this provision is sound. 



Industry Position 

The industry comment generally objected to this provision on the ground 
(a) that it favored companies in a strong negotiating position, (b) promoted lack 
of uniformity of treatment and (e) limited management's discretion to make sound 
business decisions by requiring approval in advance of incurring legitimate 
business expenses. 


Government Position 

The industry comments seemed to assume that a failure to negotiate and 
agree on such costs would render them unallowable. This is erroneous. They 
be unallowable only if subsequently found unreasonable which would not 




happea if there had been an agreement. This point can xmdonhtedly be cleared 

t by a clearer rewrite of this section of the principles. Nevertheless, the bai^ 
net. will to some degree remain. We consider it. highly desirable that there bt 
an advance agreement on the groxmd rules when we are dealing with traditionally 
difficult questions of cost partmularly where there is no motivation through -the ' 
needs of competition to keep such costs vdthin normal and reasonable limits. 

This will not lead to any less unifomuty of treatment, probably to more, than 
we would have by complete reliance on the concept of •'reasonableness*^ advocated 
in the industry c omm ents. As to the infringement on management decisions we 
are simply telling m a n agement that, if they want reimbursement from us for 
exceptional or unusual e^enses in these troublesome fields, they should get out 
concTirrence, The only way we could avoid such infringement would be to allow 
whatever they spend without regard to our judgment as to reasonableness. 


ISSUE 5 


^ The subissues which follow have to do with our treatment of specific 

elements of cost.. There are a number of minor points which are not considered 
in this paper. The following are the significant points which were coimnented on 
adversely by several or most industry groups. 


fc\dvertising Costs 


Industry Position 


The industry comment strongly urged the allowability of institutional 
advertising in all media on the ground that it stimulates interest and the pursuit 
of careers in ^gineering zmd science, affects employee relations and, by keeping 
the company before the public assists the company in other ways which are of 
indirect advantage to the government, as inmaldng it easier to attract investment 
capital. To a lesser extent industry urged the allowance of the costs of product 
advertising on the ground that the government bene&ts through cheaper prices 
for defense work from the creation of znasa markets for commercial products. 


Governmext Position 


Product and institutional advertising are essentially selling e:q>ense 
and are designed to influence the general public. The costs thereof should be 
allocated to that portion of the contractor's business which is conducted with 
the general public. We have consistently held to this position for many years. 

I We have, however, allowed advertising in trade and technical journals, provided 
' t^g^cts are not offered for sale. This we propose to continue. 


4 




5 b> Compensation for Personal Services 

1 ^^^ 4 (i) Compeasation dependent upon oir measured by profits. See Tab A, 
(ii) Stock Options. 


Industry Position 

Stock options are a proper means of compensating employees, they 
are recognized as costs by generally accepted accounting principles and, under 
®onie circunastances, are deductible for purposes* 


I Government Position 

Stock options are not a cost of doing business in that they do not get 
on the contractors' statements of income and expense* La the form in which they 
ikre currently used by industry they are not deductible by the employer as a cost 
^or fsx purposes. They should not be allowed as a cost for pricing purposes. 


^ o. Contributions and Donations 


industry Position 


The making of contributions is esse nt ial to the conduct of a business 
pmd the failure to do. so adversely affects the contractor's standing in the com- 
^lunity and, hence, his employee relations. Such contributions aid in the 
^development of techmcal education and scie ntif ic researeli. These costs arc 
%ductible for tax purposes. 


Government Position 

y ^ ^ The ’allowance of contributions : and donations would put contractors 
the position of being able to give away the government's money. They bear 
relation to the conduct of government work. As a matter of governmental V 
licy these costs have never been allowed under any prior cost principles \ 
d wo feel t ha t we should not change this policy. 



5 


d. Interest 


^• "iCadnstry Position 


AU industry comment indicates the belief that the interest on bor- 
rowings made necessary by our contracts shoxild be allowed as a cost against 
our contracts. 


Government Position 


It is felt that the allowance of interest as a cost would provide a 
preference for one method of obtaining capital requirements over other methods 
and therefore would provide an incentive for borrowing for the performance of 
our contracts even where our cash requirements could be met out of available 
capital. The extent of capital reqxiirements of our contracts should be con- )/ 
sidered in the fixing of fees or profits (Sec Tab C, Issue '2). >f ^ 


5 e. Plant Reconversion Costs 


Industry Position 


^ Reconversion from defense work to civilian work may be very 

jf .^tiy. Where tmusually heavy expense is involved, allowability should not 
be precluded- by the cost principles. 



Government Position 


'.•A# 




The government does allow all initial set-up esqiense as a charge 
to its work. In addition it aUqws the cost of removed of special government 
furnished machinery when special installations, such as large concrete founda- 
tions, are involved. This is considered eqmtable and it is felt that we should 
continue the policy of requiring that, upon completion of government work, 
set-up or make-ready expense for commercial work be charged against 
ensuing production. 






iJ_f2__Re£earchand_DeveloMa»_ 

Industry Position 

Under the gaa *-p Wwn*plw -ptn»a research is allowed on a 





/s. 


6 



^^ated basis as a charge against any contracts. Product research-or 
■“^ent is aUowed only as a charge against the product or product line 

is benefited. Product research or development is not allowed as a 

charge against government research contracts. Some industry comment 
opposed the distinction between pure research and product research, 
claiming that this would require a difficult segregation. Others felt^that 
product research should be allocable to government research contracts. 
Others, priacipnlly^the- i^rraft TndTiotr iee-AsaociatiQn, ol^ected to the* 
requirement for negotiation to predetermine reasonableness of RitD expense. 

Government Position ^ 


^ The aUo-^ce of pure research to the extent of reaeonaMeae.s 
r’.,””'' •peclaUy agreed oi. Product 

re.earch ha. been aUowable a. part of the price of preiduct. which are ^ 

benefited. We feel that thl. is a rea.onably clear and uncomplex .egre- 
^tton tta*. lor instance, the sale of an atomic reactor sLuld not bear 

T a oew line of refrigerators. Recent dis- 

«...on. with various industry group, seem to indicate a better undersolding 
Mdmore willing acceptance of this principle than the initial wWtten co^T^f. 
showed. The point raised by the AlA. with respect to the necessity for^ 
^grwi^ent on reasonableness is covered under Issue 4 above ^ ‘ ^ 



5 pr. Traini ng and Educational Costa 
Industry Position 

The proposed cost principles: 

(i) allow in- training and out-training at vocational and 
non-college levels, 

(ii) aUow^t-time technical, engineering and scientific 

^ ^ucauon, including materials, textbooks, fees;: 

, ^ necessary, straight time compensation for 

attenc^ce of classes during working hours for 2 hours 

a week for the year (1 coTxrse), 

(Hi) ^ow post-graduate tuition, fees, materials for fuU-tim. 

scientific and engineering education (BUT NO SALARY OR 
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Issues on: “Which the Industry Views Have Been Adopted in Whol» 
' or in Part 


tb',’ 

I' -I 


ftr'. 


v.V; : 


V, ' ^ ^ 


L ladustry Pbsitioix 


Lidustxy strongly approves the existing section of ASPR that describes 
our negotiation and pricing policies. These policies emphasize negotiated 
bargaining toward reasonable overall pricing. The industry comments express 
the fear that the proposed new cost principles woiild undermine this policy 
and lead to formuU pricing based solely on audit reports. * 

Government Position 

Since the intent of the proposed draft was to continue our existing: 
pricing policies and since this intent was hot understood from a reading' of 
the drafts the “Applicability” section of the draft is being rewritten to make 
this intent clear and. hence, to accommodate the industry views. 




Industry Position . 

^ • Industry strongly urges that' interest on borrowings be allowed as 



' i Government Position 

% While we do not feel that we shotiid acceide to this ppaition (Seis. Tab B, 

. I Issue 5 d>, we have emphasized, elsewhere in ASPR, that the extent of the 
I 'i contractor's capital inves tmen t in the performance of the contract shall be 

, taken into account in negotiating the amotiht of fee or profit, . . 

3j| Industry Position 


Industry felt that the treatment of overtime pay, extra pay shift pre- 
f ^^niiums and multi- shift premiums was unnecessarily cosaplicated and would 
' |cMlead to. confusion among the services to the disadvantage of industry. 

^ ve mment Position 


^ Since the original s\abmission of the draft for industry comnients, the 

^policy with respect to overtime, extra pay shifts and multi-shifts has been 
« '^greatly simplified in its administration and this simplification, carried into 

I ? ^ ^ M ■% * 4 . « . . . 




principles, satisfies the industry objection. 




or in Part 


Industry F6sitioB 


Industry strongly approves the existing section of ASPK that describes 
our negotiation and pricing policies. These policies emphasize negotiated 
. bargaining toward reasonable overadl pricing*. The industry comments es^ress 
the fear tha,t the proposed new cost principles would undermine this policy 
and lead to formula pricing based solely on audit reports. * 

Government Position 

Since the intent of the proposed draft was to continue our existing: 
pricing policies and since this intent was niot understood from a reading' of 
the drafts the "Applicability" section of the draft is being rewritten tO make 
i this intent clear and, hence, to acconimodate the industry views. 


hadustry Position. 



I 




Industry strongly urges that interest on borrowings be allowed as 


' Government Position 

I While we do not feel that we shodld accede to this positioa (Sei. Tab B, 

V .1 Issue 5 d), we ^ve emphasized, elsewhere in ASPR, that the extent of the 
..I I contractor's capital investment in the performance of the contra«^ shall be 
/: taken into account in negotiating the amount of fee or profit.' 


^ St. 

3^,Indu8t3 


Position 


mm 




■ | Industry felt that the treat^nent of overtime pay, extra pay shiftpre- 

V^miums and multir shift premiums was unnecessarily complicated end would 
confusion among the services to the disadvantage of industry. 

i ^ ^Government Position 


i Since the original submission of the draft for industry cOmikents, the 
policy with respect to overtime, extra pay shifts and multi- shifts has been 
greatly simplified in its administration and this simplification, carried into 
principles, satisfies the industry objection. 






SUBSISTENCE), for bona fide employees for one school 
. year for each employee so trained, 

(iv) disallows grants to educational institutions since such 
grants are considered donations. 

Li connection with (ii), industry objects to the limitation of Z hours a 
' j?%reek for the study during working hours ! 

a In connection with (iii), industry objects to the non* allowability of salary 
I ( V|^ subsistence.' Finally, industry objects to the non*allowance of grants 

fM'bxiiy)* 


Government Position 


The above policy was developed cooperatively by the procurement, 
manpower and research interests of OSD and the military departments. 

During the development every aspect of the problem was reconsidered and - 
^e above was adopted as being a reasonable treatment under today's cir* 
cumstances. . 

It was feit» . in connection witli (ii), that this sort of activity 
HpKm be acco m plished outside of working hours, but instances were found 
in which thi* was not possible. Two hours per work week appeared to be a 
reasonable solution. Li connection with iiii) above, allocabUity of this 
expense against Government contracts is a tight question. As a matter of 
policy, therefore^, we sought a reasonable solution and one in which a 
discipline to reasonableness would be provided. Sharing of the expenses 
provides this incentive. Grants, in (iv) above, were disallowed oh the 
. basis that grants are in fact donations and should be allowed only if conr 
tributions generally are allowable (See Item* ^). 
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July 1958 


Meetings with industry associations 


September 


Completion of revisions stemming from 
meetings with industry* 


October 


Coordination of fi nal proposal internally 
end with Gmeral Accounting Qff icg 


Novenxber 


.. Publication 



/L 





12/9/58 


TITLE OF SEcnoir 


In order to avoid the charge that ASPR Sec* XV is not "Cost Principles" 
as the present title nould indicate, recommend that the title be changed 
to "Contract Cost Principles and Procedures.". 


jiDVANCE UJIDERSTAMDINGS 


Modify l5*20U«lCb) of the 21 August draft to read as followsr 


"•••Such agreement may be initiated by contractile; officers individually or 
jointly for all defense work of the contractor, as nay be appropriate. Any 
such agreement shotild be incoirpozuted in cost>reimbursemeiit type contracts 
or made a part' of the contract file in the case of negotiated fixed-price 
type contracts, and should govern the cost deteminations covered thereby 
throughout the perfoxmance of the related contract. The absence of such an 
advance agreement on any element of cost will not, in itself, serve to make 
that element either allowable or unallowable. However, the nature of certain 
costs is such that advance agreements are normally essential. These aret 


pre-contract costs (ASPR 15-20U.2 (dd)); 
royalties (ASPR 15-20U.2 (jj))j 

travel costs, as related to special or mass personnel 
movement (ASPR 15-20U.2 (ss)(5))j 

Examples of others for which such agreenents are noimally appropriate, though 
not essential, aret 




(iv> use chwrges for fully depreciated assets (ASPR 1^-20U.2 (l)(6))j 
(vj compenaatlbn for personal services (ASPR 15-20U*2 (f))j 
(vi) deferred maintenance coats (ASIR 15-20U*2 (t)(l)(il))* 

(vii) research and development costs (ASPR 15**20U«2 (il)(6)); and 
(yiil) selling and distribution costs (ASPR 15-20U.2 (kk)(2))*" 


DIR^ COSTIMa 

In order to take caare of a concept which had been inadveHently omitted 
and to avoid duplication of charges under certain circumstances, we recomtend 
addition of the following sentence at the end of 15-202 ( a) t 

l5-202(a) Addt 


"When items or dinar ily chargeable as indirect costs are charged to Government 
Mark as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect coats alloca'ted to Government work.** 


% 
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ADVERTISIUG 


lg-20U>2 Listing of Costs. 


Advertising Coats, 


(1) Advertising costs include the cost of advertising media 
and coroUarjr adsdniatrative costs. Advertising media include magazines^ 
newspapers, radio and television programs, direct mail, trade papers, outdoor 
advertising, dealer cards and window displays, conventions, exhibits, free 
goods and samples, and sales literature* The following advertising costs are 
allowablet 

(i) Advertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
journals which are valuable for the dissemination 
of technical infoimatlon within the contractor's 
industry; and 

(ii) help wanted' advertising, as set forth in (gg) below, 
idien considered in conjunction with all other 
recruitment costs* 

(ill) costs of participation in exhibits sponsored by the 
^ Qovemnent for the purpose, of developing military 

applicationa of products* 

(Iv) advertising relating to accomplishment of the 
contract mission for the purpose of obtaining 
scarce materials or eq\zipment, or disposing of 
scrap or surplus materials* 

(2) Sxcept as provided in (lii) and (Iv) above, all advertising 
which offers pr^ucts for sale is unallowable* 




C 0N T RIBU T I0 M8 AND L0HATI0M3 

f : . ' 

Heasonable contributlona and donations to established nonprofit charitable 
oganizations are allowaU.e provided they are expected of the contractor by the 
community and it can reasonably be expected that the prestige of the contractor 
in the conmruxiity would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the aggregate 
thereof for each fiscal period must ordinarily be judged in the light of the 
pattern of past contributions, particularly those made prior to the placing 
of Government contracts* The amOunt of each allowable contribution must be 
deductible for purposes of Federal income tax, but this condition does not, 
in itself, justifjf allowability as a contract cost* 
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INTEREST ON BORROWINGS 


Proposal t Maintaia unallowability of interest as a COST, but revised profit 
policy appearing in ASFR 3-808 .U by adding a new subparagraph (d) and 
reletteilng the remaining subparagraphs. The inserted paragraph will read: 

"d. Extent of the Contractor’s Invesfaent , 

The extent of a contractor's total investment in the performance of 
the contract will be taken into consideration in the fixing of the amount of the 
fee or profit," 


m-' 


PLANT RECON V E R SION COSTS 

(cc) Plant Reconversion Costs, Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's facilities 
to approDdmately the same condition existing immediately pirlor to the 
commencement of the mllitaiiy contract work, fair wear and tear excepted. 
Reconversion costs are normally unallowable except for the cost of removing 
Government property and the restoration or rehabilitation costa caused by . 
such removal. However, in special circumstances where equity so dictates, 
additional costs may be allowed to the extent omtuallx agreed upon, 

.^enever such costs are given consideration, care should be exercised to 
avoid duplication through allowance as contingencies, as additional profit or 
fee, or in other contracts. 


RENTAL COSTS 


(hh) Rental Costs, (including Sale and Leaseback of Tacilitles), 
Revise paragraph (1) of the principle to read as follows: 

(1) Rental costs of land, building, and equipment and other 
personal property are allowable if the rates are reasonable in light of 
such factors as m^ket conditions in the area, the type, life expectancy, 
condition, and value of the facilities leased, options available, and other 
provisions of the rental agreement,' Application of these factors Involves 
along with o^her considera^ons compari.son of rental costs with costs idiich 
woula be allocable if the facilities were owned by the contractor. 
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NEGOTIATED OVERHEAD RATES 


3-706 Coordination. When more than one Military Department con- 
templates the use of negotiated final overhead rates with the same contractor, 
the service having the preponderance of cost-reimbursement type work will, 
generally, sponsor and conduct the negotiation. Each Department having 
an interest will be notified of the pending negotiation and will be invited to 
participate in the negotiation. If a Department does not have a representative 
at the negotiation, the sponsoring Department will represent the absentee 
Department. The results of the negotiation will be binding upon all Depart- 
ments. At the completion of the negotiation, the sponsoring Department 
will prepare and distribute to the other Departments a negotiation report or 
summary as provided for in ASPR 3-705(e). Each MUitary Department 
shall thereupon amend or supplement the affected contracts in accordance with 
the rates and other data set forth in the negotiation report or summary. 

3-707 Cost'Sharing Rates. Cost-sharing arrangements are frequently 
made wherein the cost participation by the contractor is evidenced by an 
agreement to accept overhead rates which are lower than the anticipated actual 
overhead rates. In such cases, a negotiated fixed-ceiling overhead rate may be 
used for application prospectively, provided that in the event overhead rates 
developed by the cognizant audit activity on the basis of actual allowable 
costs are less than the negotiated rates, the negotiated rates will be reduced. 
Where reductions are necessary, they will be accomplished in accordance with 
ASPR 3-705. The Govermnent will not be obligated to pay any additional 
amounts on account of overhead above the negotiated fixed-ceiling rates. 
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Part 8-Price Negotiation Policies and Techniques . > 

^ 3-800 Scope of Part. This part sets forth the Dri^« .. .• • 

and techniques applicable to negotiated prime contracts un/i policies 

which are subject to approval or review within a Deoartmenf 
m this part apply to negotiation of prices on all tvnes of ^he principles 
revised prices as well as initial prices. ^ ^ contracts and to 

3-801 Biasic PoUcj. 

S-80U ^ General. It is the policy of the Department of n.t 
procure supplies and services from responsible sources at S ^ 
pnces cdculated to result in the lowest ultimate over aU cZ 
men. Sound pricing depends primimly upon .L „ld 

by aU personnel concerned with the procurement. ^ ^ judgment 

3-50/ ..2 RespoTiamity oj CmtfiuHng Officers 

enelneiv. egen., ,k.i, rip«=riTDXm™mT».S^^^^ 

contracts on behalf of the Government in accordance 

mental procedures. Each contracting officer is respoMibl^oP^ 

having performed all administrative adtions necessa^ for Performing or 

The contracting officer shaU exercise reasonable ca^^ 

shaU, avail himself of aU of the organizational tonii 7^ judgment and 

speciiffists in the fields of contracting, finance, law, cont^t auffit' mobU^'^t- 

planning, engineering, traffic management and cost MalW«^ 

^omphsh the purpose as, in his disLtion wUl best seJ^! • necessary to 
Government. ««crenon, win best serve the interests of the 

(b) To the e.xtent services of specialists are utili 7 Ar? it. .• . 

contracts, the contracting officer must coordinate a team of ^ “®SO‘»ntion of 
advice from them, evaluating their counsel and availii^i M *’®<inesting 

as much as possible. The contraclSrofflie 

dmation of the specialist efforts to the greatest practical exte^ ^eous coor- 
however. transfer his own responsibiUtiS to theL ThL thfffiial T’ 
of pnce, including price redetermination and evaluation of ^ 

remams the responsibmty of the contracting officer ^ estimates, 

3-801.8 ResponsiHHiy of Other Personnel Personnel other than .b 
con racting officer, who determine industrial mobifizatton p^L and t 
quality, quantity, and defiveiy requirements for items to be p “ch^ed^^^^ 
influence the degree of competition obtainable as well as have r 

pon pncw. FaUme to finite requirements in sufficient time to aUow: 

(i) a reasonable penod for preparation of requests for proposals* 

(u) preparation of quotations by offerors; Proposals, 

(m) contract negotiation and preparation; and 
(vr) adequate manufacturing lead time; 


IT 3-801.3 
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causes delinquency in delivery and uneconomical prices. Requirements 
issued on an urgent basis or with unrealistic delivery schedules should 
be avoided since they generally increase price or restrict desired com- 
petition. Personnel determining requirements, specifications, mobilization 
plans, adequacy of sources of supply, and like matters- have responsibility 
in such areas, equal to that of the contracting officer, for timely, sound 
and economical procurement. 

3—802 Preparation for Negotiation. 

3-802.1 Product or Service. Knowledge of the product or service, 
and its use, is essential to sound pricing. Before soliciting quotations, 
every contracting officer should develop, where feasible, an estimate of 
the proper price level or value of the product or service to be purchased. 
Such estimates may be based on a physical inspection of the prod uct and 
review of such items as drawings, specifications, job process sheets, and 
prior procurement data. When necessary, requirements and technical spe- 
cialists should be consulted. The primary responsibility for- the adequacy 
of specifications and for the delivery requirements must necessarily rest 
with requirements and technical groups. However, the contracting officer 
should be aware of the effect which these factors may have on prices and 
competition, and should, prior to award, inform requirements and technical 
groups of any unsatisfactory effect which their decisions have on prices 
or competition. 

3-802.2 Selection of Prospective Sources. Selection of qualified 
sources for solicitation of proposals is basic to sound pricing. Proposals 
should be invited from a sufficient number of competent potential sources 
to insure adequate competition. (See also ASPR 1—302, 1—307 , 3—101, 
3_104, 3-105 and 12-102). 

3-802.3 Requests for Proposals. Requests for proposals shall con- 
tain the information necessary to enable a prospective offeror to prepare a 
quotation properly. The request for proposals shall be as complete as possi- 
ble with respect to: item description or statement of work; specifications; 

Government-furnished property, if any; required delivery schedule; and con- 
tract clauses. If a price breakdown is required, the request for proposals 
shall so state. Requests for proposals shall specify a date for submission 
of proposals; any extension of time granted to one prospective offeror shall 
be granted uniformly to all. Each request for proposals shall be released 
' to all prospective offerors at the same time and no offeror shall be given 
the advantage of advance knowledge .^at proposals are to be requested. 
Generally, requests for proposals shall be in writing. However, in appro- 
priate cases, such as the procurement of perishable subsistence, oral re- 
quests for quotations are authorized. 

3—803 Type of Contract, (a) The selection of an appropriate contract 
type and the negotiation of prices are related and should be considered 
together. ASPR 3-402 lists some of the factors for this joint consideration. 
The objective is to negotiate a contract type and price that includes reason- 
able contractor risk and provides the contractor with the greatest incentive 
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for efficient and economical performance. When ... 

need for using other than a firm fixed price contract^ ther^°'!,h 

patibUity between the type of contract selected and Jhrcon°t,“it 
counting system. contractor s ac- 

(b) In the course of a procurement program a e 

a single contract running for a lengthy term, the c ire uma^ 
for selection of a given type of contract at the outset will flea 
so as to make a different type more appropriate during W 
particular, the repetitive or unduly protracted use of^cn t 
type or time and materials contracts is to be avoided where 
provided a basis for firmer pricing which will promote effi^an?®"!"®® 
and will place a more reasonable degree of risk on the contractor^Th"’^"'^* 
the case of a time and materials contract continuing Thus, in 

be gren to converting to another type of contract as efrly i^thr^*®? 
period as practicable, ^ performance 

3-804 Conduct of Negotiations. Evaluation of offerors’ nr * * , 

proposals, including price revision oroDosals bv ,n contractors’ 

with the procurement, as well as subsequent ’negotiluonrwTte 
or contractor, shall be completed expeditiously® Comnioi! ^ ^® 
the parties on all basic issues shall be the obfect^e of L f ®r®"/ 

lawr .greement dSg pi.'^evSsfon » oZ- 

o.r,r oXZ‘or?oZctr 

3-805 Selection of Offerors for Negotiation and Award. 

NegoMatlon, shall b, conTuS 

IkZ *■ aabmils a responsiva proposal 

substanlially mco advantageons to the Government than any 

o“Zr S!,iroJ ^ "■"■'“'‘"I «'i‘h that 

(ii) several responsible offerors submit offers which are 

group^ so that a moderate change in either the price or the 
technical proposal would make any one of the group the most 

^ Government, further negotiations 
should be conducted with all offerors in that group. ® 

[ The next page is 342.1] 
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Whenever negotiations are conducted with more than one offeror, no indi- 
cation shall be made to any offeror of a price which must be met to obtain 
further consideration, since such practice constitutes an auction technique 
. which must be avoided. No information regarding the number or identity of 
the offerors participating in the negotiations shall be made available to 
the public or to anyone whose official duties do not require such knowledge. 
Whenever negotiations are being conducted with several offerors, while such 
negotiations may be conducted successively, all offerors participating in 
such negotiations shall be offered an equitable opportunity to submit such 
pricing, technical, or other revisions in their proposals as may result from 
the negotiations. All offerors shall be informed that after the submission 
of final revisions, no information will be furnished to any offeror until award 
has been made. 

(b) There are certain circumstances where formal advertising is not 
possible and negotiation is necessary. In the conduct of such negotiations, 
where a substantial number of clearly competitive proposals has been ob- 
tained and where the contracting officer is satisfied that the most favorable 
proposal is fair and reasonably priced, award may be made on the basis of 
the initial proposals without oral or written discussion; 'provided^ that the 
request for proposals notifies all offerors of the possibility that award may 
bo made without discussion of proposals received and, hence, that pro- 
posals should be submitted initially on the most favorable terms, from a 
price and technical standpoint, which the offeror can submit to the Govern- 
ment. In any case where there is uncertainty as to the pricing or technical 
aspects of any proposal, the contracting officer shall not make an award 
without further exploration and discussion prior to award. Also, when the 
proposal most advantageous to the Government involves a material departure 
from the stated requirements, consideration shall be given to offering the 
other firms which submitted proposals an opportunity to submit new proposals 
oh a technical basis which is comparable to that of the most advantageous 
proposal; provided, that this can be done without revealing to the other 
firms any information which is entitled to protection under ASPR 3—109. 

(c) A request for proposals may provide that after receipt of initial 
technical proposals, such proposals will be evaluated to determine those 
which are acceptable to the Government or which, after discussion, can be 
made acceptable, and upon submission of prices thereafter, award shall be 
made to that offeror of an acceptable proposal who is the low responsible 
offeror. 


[ The next page is 343] 
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(d) The procedures set forth in (a), (b) and (c) above may not be appli- 
cable in appropriate cases when procuring research and development, or special 
services (such as architect-engineer services) or when cost-reimbursement 
type contracting is anticipated. Award of a contract may be properly in- 
fluenced by the proposal which promises the greatest value to the Govern- 
ment in terms of possible performance, ultimate productibility, growth potential 
and other factors rather than the proposal offering the lowest price or prob- 
able cost and fixed fee. 

(e) Whenever in the course of negotiation a substantial change is made 
in the Government's requirements, for example, increases or decreases in 
quantities or material changes in the delivery schedules, all offerors shall 
be given an equitable opportunity to submit revised proposals under the re- 
vised requirements. 

3—806 Pricing Individual Contracts. 

(a) Each contract shall be priced separately and independently, and no 
consideration shall be given to losses or profits realized or anticipated in 
the performance of other contracts. This prohibition shall not be construed 
to prevent the negotiation of fixed overhead and other rates applicable to 
several contracts during annual or other specific periods, or to prohibit for- 
ward pricing agreements applicable to several contracts. 

(b) Contracting officers shall not rely on profit limiting statutes as 
remedies for ineffective pricing. Such statutes generally provide for the 
recapture of excessive profits, but they do not recapture the costs of ineffi- 
ciency and waste which may result from failure to negotiate reasonable 
prices initially. Similarly, price redetermination clauses shall not be used 
as a substitute for the negotiation of reasonable prices at the inception of 
contracts. 

3—807 Cost, Profit, and Price Relationships. 

(a) When products are sold in the open market, costs are not necessarily 
the controlling factor in establishing a particular seller's price. Similarly 
where competition may be ineffective or lacking, estimated costs plus esti- 
mated profit are not the only pricing criteria. In some cases, the price appro- 
priately may represent only a part of the seller's cost and include no estimate 
for profit or fixed fee, as in research and development projects where the 
contractor is willing to share part of the costs. In other cases, price may be 
controlled by competition as set forth in ASPR 3— 805(a). The objective of 
the contracting officer shall be to negotiate fair and reasonable prices in 

’ which due weight is given to all relevant factors, including those in 
^ ASPR 3-101. 

(b) Profit is only one element of the price proposal and normally repre- 
sents a smaller proportion of the total price than do such other estimated 
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“ if’”? 'hat 

excessive profit3be_a.voided, the contracting officer should not become so 

Ste That th^ elements of a contractor’s estimate of cost and 

prohts that the most important consideration, the total orice itself is dis 

coalaraed r-th tl°^ ' Go™""’®"' proooreiaent is primarily 

“"'y^^ondarily 

(c) Particularly where effective competition is lackino tha 

lu othfr elem® ^ry&lyzed in the same manner as 

ASPR 3 fiisT a°f applying tests and considerations discussed in 

ASPR 3-808.4. A fair and reasonable provision for profit cannot be made 
by simply applying a certain predetermined percentage to the cost estimate 
or selling price of a product. If, for example, a factor of 10 percent were 
used as a flat percentage rate for estimating profit in a situation where two 
sources were needed to meet the requirement, the result might be grossly 
mequitoble. If one supplier proposes to and produces at a unit cost of 
$1,000 and the second at a unit cost of $1,500, with a flat 10 percent factor 
applied to both transactions as estimated profit, the second and higher cost 
supplied would receive $150 profit while the lower cost supplier would re- 
ceive only $100. 

3—808 Pricing Techniques. 

3-808.1, General. Policies set forth in this Part may be applied in a 
variety of ways in the evaluation of offerors’ or contractors’ proposals and in 
the negotiation of contract prices. The extent to which any particular method 
or combination of methods, should be used will depend upon the judgment of 
the contracting officer. The following paragraphs describe several of.the 
pnncipal price negotiation techniques and the circumstances under which 
eaclimay be used. The considerations set forth herein are equally aoDli- 
cablejp initial and subaecuent price negotiation s! ^ ^ 

3—808.2 Price Analysis. 

(a) Some form of price analysis should be made in every procurement 
even when competitive proposals have been submitted. The presence of - 
effective competition, however, may make it possible to limit considerably 
the degree of price analysis required. 

• (b) One form of price analysis is the comparison of prior quotations and 
contract pnces with current quotations for the same or similar end items. 

To provide a suitable basis for comparison, appropriate allowances may have 
to be made for differences in such factors as specifications, quantities 
ordered, time for delivery, Government-furnished materials, and the general 
level of business and prices. 

(c) Rough yardsticks may often be developed (in such terms as dollars 
per pound, per horsepower, or other units) to point up apparent gross incon- 
sistencies which should be subjected to additional pricing techniques, in- 
cluding cost analysis. Such yardsticks should be considered as an indis- 
pensable adjunct to cost analysis, since a study of a single offeror’s esti- 
mated costs in sole source situations will not indicate whether the proposed 
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price is fair and reasonable in comparison with other products of the 
. same kind. 

3-808.3 Cost Analysis. 

(a) The need for cost analysis depends on the effectiveness of the 
methods of price analysis outlined in ASPR 3-808.2, the amount of the 
proposed contract, and the cost and time needed to accumulate the infor- 
mation necessary for analysis. When cost analysis is undertaken, the con- 
tracting officer must exercise judgment in determining the extent of the 
analysis. Cost analysis is desirable whenever: 

(i) effective competition has not been obtained; 

(ii) a valid basis for price comparison has not been established, 
because of the lack of definite specifications, the novelty of 
the product, or for other reasons; 

(iii) price comparisons have revealed apparent inconsistencies 
which cannot be satisfactorily explained or otherwise reason- 
ably accounted for; 

(iv) the prices quoted appear to be excessive on the basis of 
information available; 

(V) the proposed contract is of a significant amount and is to be 
awarded to a sole source; 

(vi) the proposed contract will probably represent a substantial 
percentage of the contractor’s total volume of business; or 
(vii) a cost-reimbursement, incentive, price redeterminable, or 
time and material'contract is negotiated. 

(b) Cost analysis involves the evaluation of specific elements of cost 
and the effect on prices of such factors as: 

(i) allowances for contingencies; 

(ii) the necessity for certain costs; 

.(iii) the reasonableness of amounts estimated for the necessary 
costs; 

(iv) the basis used for allocation of overhead costs; and 

(v) the appropriateness of allocations of particular overhead 
costs to the proposed contract. 

(c) Among the several types of cost comparisons that should be made, 
where the necessary data are available, are comparisons of a contractor’s 
or offeror’s current estimated costs with: 

(i) actual costs previously incurred by the contractor or offeror; 
and with its last prior estimate for the same or similar item 
‘ or with a series of prior estimates; 

(ii) current estimates from other possible sources; and 

(iii) prior estimates or historical costs of other contractors manu- 
facturing the same or related items. 

(d) Forecasting future trends in costs from histoiical cost experience 
is of primary importance in pricing. In periods of either rising or declining 
costs, an adequate cost analysis must include some evaluation of the trends. 
Even in periods of relative price stability, trend analysis of basic labor 
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and materials costs should be undertaken in cases involving production of 
recently developed, complex equipment. In some cases, probable increases 
in labor efficiency, and reductions in material spoilage as a contractor’s 
work force gains in experience with such new products can be predicted 
statistically. Efficiency Curves may be devised to predict the reduction 
in the spoilage rate; learning curves may be devised to evaluate reductions 
in labor hours. Effective use of learning curves depends on the presence 
of the following elements: 

(i) direct labor should represent a substantial element of the 
total price; 

(ii) the contract price should be large enough to warrant the time 
spent in collecting the statistical data necessary to construct 
valid curves; 

(iii) the proposed contract should cover production over a relatively 
long period; 

(iv) a substantial body of historical labor cost data must be avail- 
able; and 

(v) the product must be a complex, non-standard item requiring a 
substantial amount of assembly labor (where relatively large 
amounts of automatic machinery are to be em.ployed, or the 
product is a relatively standard item, learning curves may be 
of little value). 

3-8084 Profit. 

(a) ‘General. Mere competition is adequate and effective and proposals 
are on a firm fixed-price basis, the contracting officer normally need not 
consider in detail^e amount of estimated profit included in a price. However, 
when detailed analysis of profit is appropriate due to lack of competition 
or for some other reason, the factors discussed in the following paragraphs 
should be considered. (See ASPR 3—807 (c).) 

(b) Degree of Risk. The degree of dsk assumed by the contractor 
should influence the amount of profit a contractor is entitled to anticipate, 

^ For example, where a portion of the risk has been shifted to the Government 
through price redetermination provisions ^ unusual contingency provisions, 
or other risk-reducing measures, the amount of profit to which the contractor 
is reasonably entitled is less than where the contractor assumes all risk. 

(c) Extent of Government Assistance. The Department of Defense en- 
courages its contractors to perform their contracts with the minimum of 
financial, facility, or other assistance from the Government. Where extraor- 
dinary financial, facility, or other assistance must be furnished to a con- 

wtractor by the Government, such extraordinary assistance should have a 
' modifying effect in determining what constitutes a fair and reasonable profit. 
(See also ASPR 3-404.3 (d).) 

(d) Contribution to the Defense Effort. The contractor’s past and 
present performance and cooperation in such areas as engineering (including 
inventive, design simplification, and developmental contributions) and 
quality control should, in appropriate measure, affect the amount of profit. 

[ASPR 3— 808.4 continued on next page] 
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(e) Characte? of Contractor's Business. Recognition must be given 
to the type of business normally carried on by the contractor, the complexity 
of manufacturing techniques, the rate of capital turnover, and the effect of 
each individual procurement upon such business. For example, where a 
contractor is engaged in an industry where the turnover of working capital 
is low, generally the profit objective on individual contracts is higher than 
in those industries where the turnover is more rapid. 

(f) Contractor's Performance. In addition to the factors set forth in 
ASPR 3—101, the contractor’s performance should, particularly when prices 
are being redetermined, be evaluated in such areas as quality of product, 
quality control, scrap and spoilage, efficiency in cost control (including 
need for and reasonableness of costs incurred), meeting delivery schedule, 

y timely compliance with contractual provisions, creative ability in product 
/ development (giving consideration to commercial potential of product), 
^ management of subcontract programs, and any unusual services furnished 
by the contractor. To encourage and maintain a high degree of contractor 
efficiency and economy, the negotiator must recognize that good performance 
deserves a greater opportunity for profit than poor performance. 

3S08.5 Subcontracting. 

(a) The amount and quality of subcontracting may be a major factor 
influencing pri^e. Since a large portion of the procurement dollar is spent by 
prime contractors in subcontracting for work, raw materials, parts, and com- 
ponents, efficient purchasing practices by a contractor will contribute heavily 
toward efficient and economical production. 

(b) While basic responsibility rests with the prime contractor for deci- 
sions to **make or buy,” for selection of subcontractors, and for subcontract 
prices and subcontract performance, the contracting officer must have ade- 
quate knowledge of those elements and their effects on prime contract prices. 
Consequently, during price negotiations, when circumstances warrant such 
action, the contracting officer may require the offeror or contractor to furnish 
adequate information, for use in evaluating the proposed price, with respect to: 

(i) the purchasing practices of the prime contractor; 

(ii) the principal components to be subcontracted and the contem- 
plated subcontractors, including (A) the degree of competition 
obtained, (B) cost or price analyses or price comparisons 
accomplished, and (C) the extent of subcontract supervision; 

(iii) the types of subcontracts; i. e., firm fixed-price or other (see 
ASPR 3-401); and 

(iv) the estimated total extent of subcontracting, including pro- 
curement of purchased parts and materials. 

[ ASPR 3*808.5 continaed on next page] 
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The evaluation of total subcontracting should not be reduced to applying 
arbitrary percentages of profit to subcontract prices in negotiating the prime 
contract price*. Such elements as economies achieved through “make or buy” 
decisions, and the necessity of close supervision of subcontractors per- 
forming complex work (through the furnishing of engineering or other technical 
assistance), should be fully considered. 

(c) When the prime contract is to be placed on a. firm fixed-price basis, 
there is no need, for pricing purposes, to provide for review or approval by 
the contracting officer of subcontracts prior to their placement. 

(d) When the prime contract is not to be placed on a firm fixed-price 
basis, review of subcontracts prior to placement may be desirable since the 
ultimate cost to the Government will depend in part on subcontract prices 
an d pe rformance. Prime contract provisions requiring advance notification, 
review, or approval of subcontracts shall be consistent with the type of con- 
tract and the conditions applicable to its use as described in Part 4 of this 
Section. For example, if the contract is on a firm fixed-price basis except for 
a clause permitting price escalation resulting from cost increases for certain 
materials, the prime contract may limit the contracting officer’s right of re- 
view to subcontracts for materials covered by the escalation clause. In the 
case of cost-reimbursement type contracts, advance notification, prior con- 
sent, or approval of subcontracts is required as set forth in ASPR 7—203.8. 
Contract provisions requiring advance notification to the contracting officer of 
proposed subcontracts for materials, components, and other purchases may be 
appropriate both for information as to sources and prices and to provide an 
opportunity for review and for approval or objection by the contracting officer 
prior to award of the subcontracts. Such provisions are particularly necessary 
when: 

(i) the prime contractor’s purchasing policy and system or per- 
formance thereunder are considered inadequate; 

(ii) subcontracts are for items for which there is no cost infor- 
mation or for which the proposed prices appear unreasonable, 
and the amounts involved are substantial; 

(Hi) close working arrangements or other business or ownership 
affiliations exist between the prime and the subcontractor 
which may preclude the free use of competition -or result in 
higher subcontract prices than would otherwise be obtained; 

(iv) a subcontract is being proposed at a price less favorable than 
that which has been given by the subcontractor to the Govern- 
ment, all other factors such as manufacturing period and 
quantity being comparable; or 

(v) a subcontract is to be placed on a price redetermination, 
fixed-price incentive, time and material, or cost-reimbursement 
basis. 
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should be ooosistent with 
the auiount and character ot subcontract work and with the over-all character 

ICr M ‘f ° to the minicum extent 

^.cticable ,n the contractor s exercise of management responsibility, but 

Sritfc,M“°"f ““"t*"" <3°''«n"ent is receiving the greatest 

t«cts likti^e r ? , Ptovision, in prime axed-price con- 

tracts relating to subcontract review may, as aDDronriafx» h.; « c a 

major subcontraoti to cetUin classes of subcScKv « u 

which advance approval of proposed subcontracts may be ro/uice” bef^ 

placement; or may be tailored to cover unusual or oarticnlAP a 

In those instances where a contractor’s porch«i«^vT,!l'Y 

0*0 J‘?’ -y brntei^ry ^Ltvef 

contracting officers shall conduct periodic reviews of thck *.• ^ ’ 

system to insure conformance theLith. irtaUnc,s wh^^Th”^ ? 
have been placed on a cost-reimbursement or time and materials b 
tracting officers should be skeptical of approving the reoetitiva 

oTAtpTwoVjbr'' tbs p^ncipte^ 

(e) In cases where the prime contract reserves a riahr fm. Haa. « * 
ing officer « review or approve subcontraots, the p„*m?l'?a«VhX‘u^ 
reserve to the Government the right to inspect and airilt the books and records 
of such subcontractors. Whenever such Brst tier subcontracts are of the 
cost-reimbursement, price redetermination, fixed-price incentive or time at,H 
material type, a similar right shall be reserved to the Government to toLeft 
and audit the books and records of lower tier subcontractors; provided that 

firman"®- be reserved contractually below the ^int where a 

firm fixed-price subcontract intervenes. ^ 

Driee^fnrr?rr » price redetermination or fixed- 

price incentive basis, it is particularly important in negotiating revisions of 

fnitiL substantial assurance that there was 

L lo ®fj«bcontfacts. Also, contracting officers should be 

alert to the risk of establishing firm redetermined prime contract prices while 

redetormination and may even- 
tually be redetermined at ^ price far lower than that ascribed to it in re- 

contract price, with consequent profits to the con- 
‘“ excess of those contemplated in the prime contract price 

firTir?l°"‘ ’®®"’® ®“®®®. it "’ey be appropriate to negotiate 

finTl ^ K C 0 "tfsct prices even though the contractor has not yet established 
final subconteact prices, provided the contracting officer can justify as 
reasonable the amount included for subcontracting as, for example, w^here 
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fairly definite cost data on subcontract prices are available In other ca 
3uch as where certain subcontracts are subject to redetermi’nation and 
able cost data on these subcontracts are highly indefinite but other circum* 
sUnces require prompt negotiation of revised prime contract prices the 
contract modification which evidences the revised prime contract pdces 
should provide for adjustment of the total amount paid or to be paid under 
the contract on account of subsequent redetermination of specified sub 

contracts. This may be done by including in the contract modification a 
provision substantially as follows: a 

Promptly u^n the establishment of firm prices for each of the sub- 
below, the Contractor shall submit, in such form and 
detail as the Contracting Officer may reasonably require, a statement 
of costs incurred in the performance of such subcontract and the firm 

Thereupon, notwithstanding any other 

provision of this contract as amended by this modification the Ten 
oJk amount paid or to be paid under this contract to 

(List sudconiracts/* 

SourceMems. When purchases of standard commercial or 
Me ome commercial items are to be made from sole source suppliers 

use of the techniques of price and cost analysis may not always be poMible’ 
In such instances and consistent with the volume of procure ment^normallv 
oonsumr..ted »ith .he contractor, the contractor’s prLriLto an^dis™ cnl! 

L7s * 0 fThe”®T"J^ negotiations conducted on the 

bas s of the best user,*' “most favored customer” or similar practice 

s de^Zv'e.fe'oT^h’’"-*' P'ic- negotiations shoSS cr. 

sider the volume of business anticipated for a fixed period, such as a fiscal 
year, rather than the size of the individual procurement being negotiated. 

3-809 Audit as a Pricing Aid. 

be services with the Military Departments should 

be utilized as a pricing aid by the contracting officer to the fullest extent 
appropriate when the dollar amount involved is sufficiently large te or 
special circumstances exist which warrant the time and expense requir^’for 
he particular type of advisory audit, special survey, or audit analysis of 
ScL" m. f r ■ r ‘”'i“ sn'vicea »ill expedite proper 

JS. servioertherrctl olfit rh".S“l* .hfp't^os^f^rXhtl 

r.7drgi5:n7;^c‘.tt‘n"i‘"’' 

(b) Application. Except for contracts containing retroactive price 
revision clauses, pricing techniques are concerned mainly, with estinfates 
of future costs. Therefore, audit reports for either retroactive or profictiVe 
pricing should not only establish costs accrued to a specific cSt-offp^t 
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for price proposal purposes but also should include cost trends and other 
aval a le information which would be of assistance to the contracting officer 
in price negotiation. Such audit reports will serve a useful purpose in: 

(I) the evaluation of contingency allowances, overhead allocations 
purchasing management efficiency, and similar cost elements; ’ 

(II) both the initial and subsequent pricing of contracts containing 

price revision clauses; ’ i 

(iii) establishing limitations on costs and price revision adjustments; 

and ^ 

(iv) establishing negotiated overhead rates for cost-reimbursement 
type contracts* 

(c) Conditions for Vae. Close coordination between the audit agencvand 
procurement personnel will assist in determining the necessity of audU of 
price or cost proposals or the necessity of special surveys relatiW ^ If 

systems. Some of the conditio^ns unde^ 
ifij’ludef ^ contracting officer should consider the use of audit services 

(i) inadequate knowledge concerning the contractor’s accounting 
policies cost systems, or substantially changed methods or 
levels of operation; 

(ii) previous unfavorable experience indicating doubtful reliability 
fethod^s; ^ ^ estimating, accounting, or purchasing 

Egrand experience is 

(iv) contract performance requiring a substantial period of time 
3-810 Exchange of Information. In appropriate cases it is desirable to 
exchange and coordinate specialized information regarding a contractor 
between Military Departments, bureaus, technical services and Xr prt 

afd“it^f provide uniformity of treatment of major issues 

^ resolution of particularly difficult or controversial 

ISSUSS* 

tion Negotiation. At the conclusion of each negotia- 

nrtn^rl f ' f f P"®®’ Contracting officer shall promptly 

Atam f f ® ^ prepared a memorandum, setting forth the principal 
lements of the price negotiation, for inclusion in the contract file and for 

Sin ! authorities. The memorandum shall be in sufficient 

detail to reflect the most signiflcant considerations controlling the establish- 
ment of the initial or revised price* 


P 811 ARMED SERVICES PROCUREMENT REGULATION 




iJfsIJIsgl 

32:5 sj^ ^ 

i . Bsva-' zs a 
*-“• sfs^i“a 

« iO U • 41 U 

al • 0^5 ^ 
fi « w u a» '3 Si'S 3 


s 

:ss^ 3 i 
3^51 = 

S 3 a ^ « 

3 ^ 5 Saj 

a . 3 .^. 
aafasB 

a O Pi S 55 « 
« a ^ a u « 


1 k :5 - S tj < 7 ^ ! 


2:^ H s 3 i-3 g 
adaaqa 33 
q=’ 54 *^ 32>4 


i 8 Stl 8 |«S| s- 
^|||Ib 3 ,v| as 
iss.'liSlIs II 


, J5 3 . ll, 

i|3|iiili!^a| 

Jg-O n vtoavi^w 

5 25'C5« S Oi jo34^ 
ad |-s S aS** 

3 « J| a "3 • S 

t;;S *» g- 53 3 - 
|5aa^-233535 
• 8 sii| 5-^“355 

iftud»qo'^4*Oioo«r« 









■* i • •- ••• : •-' 


Crli«n» for of 1^ 

jw,, ;Rj^uabi«08»;-. ^;s- vr^4 ^ v;/^;;: v :;■ : ,- ;■ •;. 

^ocabiuiyv ■ ■ ’ 'I' ' ■ ■^■r:;;; r." - ■■ ■■;,;;^r; ^ 

Accoptad AccoontJiijl’P?^ 

^?4ff Fr» Coni^^ 

• ..fl, 

r . 







= • .... . .... • .■.•* 



f roMonablenoag. f< 

■ ■" 


i'iVA bQ^«M« 
•rari 



^ ;?v ‘-. ,v. .*• 

• .<»•. . • .- . .ly- 

r/:- 




•• V >■ ^ j '* V* : . .'* ■ ‘ f 






« ISZAfXOiSRlP to % contTMt 

' honeo «4 ^ ^ qiARGBABLS to the vorkV^^ 






k- eoet 
he vorl 
or Inoi- 



..-.t 


- V, 


■nooel 1^ 

•erfexn# t oi , , ., 

or ^ iiiii*«'fL fidj>: T)roT>ortioo to the 

reoelTed 137 the eoBtrmot thie' KAT^^ ^e -ooet inctirred (l.ei 

prbportlooete- share of the i«eeld«t»r • ;v.', 

Oiwr^^'^T Accepted Accotmtjng- Prlnoioler~ -^'’'*i*?<':rv^ '.;' 'r'^.V: '' ' '*' 

Oiia!ei.flcatiop a» DZBSOf or.. JQIU&B(^'. o^ths or ae.^oredlte to a eontnet 
r ^ lUQT: foUov: KS^ generally aeoepted ocooBBtlln^^jp^ciple^^^^^ practiee that la >^ 
appyppilate t» partAealar elr wBMt M aeer ^!:y-'-'-'"^^‘^‘'^ - 




. •■ ■ ■ . /■ '»* V- -. ■•5^- '.-- - V ' — /<•• :\* ' .n.- ■■: f 

■«■. ,• -.;•- • * • s '- ^ 






^ir - ^ ^ W-; 

S' 


■ s' <* • 


■ * • ’! ■ • v' '. .-. ■ V. 

1; tfeoenber 1958r ■ 






















Cogtentlon 


1 . 


Issues in Items of Cost 
(in Brief) ' 


Adyertlsliig Costs: (l) product 
advertising creates mass marlcets, 
wbich, in turn, contribute to 
Industry* s ability to perform 
defense worls cheaper; (ll) in« 
stitutional type advertising 
affects es^oyee and community 
relations and stimulates in- 
terest in en^loyment; and (ill) 
the requirements of carrying out 
the contract sometimes require 
adveirtlslng for scarce materials, 
subcontracting and the like* It 
is contended that all should be 
aUoved. 


Evaluation and Recommendation 

Both product and institutional type 
advertising are designed to influence 
the general public and shoxild be so 
allocated. IMle ve should allow 
the costs of carrying out the con- 
tract, ve have fotind no reasonable 
way of separating this very gniftii 
item ffom the above and therefore 
it is reccm«»i«»nded that this e:^en8e 
be absorbed in the fee allovance. 


2 . Bad Debts: Although the Govern- 
ment always pays its bills there 
are bad debts flowing from Govern- 
ment business which Justify al- 
lovablli'^ of some bad debts. 

3. Plant Reconversion Costs . Recon- 
version from defense work to civi- 
lian work may be so costly as to 
make it inequitable to require 
such reconversion to be paid for 
by the new production. It is 
suggested that aUovablU'^ 
should be stated in such a way 

as to not preclude payment there- 
for by the Government. 

4 . Rental Costa . Industry objects to 
the limitations of costa to 
"nranaal costs of ownership" of 
(1) interplant rentals, and (11) 
facilities under sale and lease- 
back arrangements, contending 
that the general rule otight to 

be "open market" rental worth of 
the property. 


If there are bad debt situations 
growing out of Government business, 
they are not significant. Recom- 
mendation t Continue to disallow 
alL bad debts. 

I>^e-ready e^^ense ought to be al- 
located against the ensuing pro- 
duction. Recommendation; That 
additional reconversion costs be 
not allowed. 


fife must remove the incentive for a 
contractor to Increase the cost of 
the Government by his own action. 
Ihe limitation of costs to the 
"normal cost of ownership" ac- 
cosgdishes this purpose. Recom » 
mendation ; Allow only the~’’ni^oal 
cost of ownership" in the two 
situations described. 


- 3 


Research and Development. Allov- 
at applied research, upon a 
product Una hasls, and disallow- 
■ ance of such product line research 
In research contracts, is criti- 
cized. Ihe AIA criticizes, as 
they did in. their presentation 
of 22 January, the requirement for 
negotiation of the research ex- 
pense. 



Applied research has for its purpQ 
the develcpment of laproveineirt of 
particular hardware* As such, it 
appropriate that the cost thereof te 
horne hy the product line involved, 
and since the cost should he absorbed 
through sales of the product line, 

It should ]30t be allocated against 
other research projects specifically 
awarded to tlie contractor. Recom- 
mend: Ho change. 


5, Training and Educational Costs . 
Indust^ objects to (i; the liml- 
tatlon of 2 hours a week for 
classes during working hours, 

( 11 ) allowance of only tuition, 
etc., (but not salary and sub- 
sistence } at post graduate levels 
and (111) unallowabllity of grants. 


•Ihe entire program was developed by 
the procurement, manpower and re- 
search Interests of QASD and the 
military departments as a reasonable 
program under today's conditions. 
Recommend : change In the principle 
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ISSUES IN ITEMS OP COST 

Virtizally evary item of cost has been the subject of soma 
criticism or oommeat by some of the raspondees* Many of these 
appear solrable by editing some of the points into the document* 

As might be expected, all of the Associations did not make the 
same comment nor criticise the same element. In order to reduce 
the problem to the costs which were subjected to the most consis- 
tent and broad criticism, the following are discussed: 

1* Advertising Costs (a). 

2# Bad Debts (b) 

3. Compensation for Personal Services (f ) 

4. Contributions emd Donations (h). 

5. Interest and other Financial Costa (q) 

6. Overtime, Extra Pay Shift and Multi-Shift Premiums (y) 

7. Plant Rehabilitation Costs (oc) 

8# Rental Costa 

9» Resdaroh and DeTnelopoent (ii) 

10. Training and Educational Costs (qq) 



!• Advertisiisg Costa (a) 



Contention 


NAM, NSIA., MAPI, AMA, AIA, C, of C., EIA, and CPA were oritloal 
of the coverage of the draft of this item* The reocmmendationa 
centered upon the allowability of product and institutional advertis- 
ing, subject only to allocability and reasonableness • Tilth respeot to 
product advertising one association suggested that in the establish- 
ment of mass markets, the Government has received price benefits which 
Justify the proposed action. All oontendjd that INSTITUTIONAL TYIB 
advertising should be allowed since such advertising ” informs the 
public on matters of general interest, stimulates Interest and the 
inirsult of careers in science and engineering, or affects employee 
relations*" The American Institute of CPA*s notes that it is ."reason- 
able to allow the cost of auivertising for scarce materials, or for 
second-hand machinery when new machinery is hard to obtain*" 


Evaluation 



Industry generally seems to admit that product advertising ought not 
to be allocated against Government contracts • 

may result in some benefit to the Govex*nment under certain circumstances, 
but that benefit is so&evdiat elusive and thus reasonableness of cost is 
extremely difficult to determine* 

On the other hand, advertising for needed specif io materials, sub- 


contraotors, engineering proposals, and the like, for the purpose of 

carrying out the oontraot, establish the kind of a relationship which 

Justifies^ allowance* 

Heecmnendation 

1. Disallow product and institutional advertising* 

2* Adjust advertising for "scarce material or for second-hand 
materials" and for other advertising directly related to the aooompllsl^ 


ment of the oontraot mission* 


2 * Bad Debts * 


Contention 


NSIA, MAPI, AMA, ALA, C* of C., and EIA proposed modifications 
of the bad debts principle. Generally it is stated that the laif 
allowability of bad debts is too sweeping since, it is asserted 




that there are many kinds of oredlt losses as '*a result of handling 
Governmen'^ business.” 

Evaluatioa 

There is some merit to the argument that there is a possibility of 
losses in oonneotion witti subcontract operations which might be considered 
to be in the nature of bad debts* However this is insignificant* Since 
the major source of bad debts relates to oustoaers# and since the 
Government, as a customer, pays its debts, such expense is not allocable 
to the Government* 

Reoommendat i on 

Continue to disallow all 
3; Compensation for Personal Services (f) 

Contention 

It is contended that the proposed, coverage ydiioh disallows com- 
pensatiott plana baaed upon or measured by profits of the immediate 
distribution type (so-called profit-sharing plans) and stock option 
techniques of compensation, imposes "arbitrary limitations upon 
allowable personnel compensation based on the fora In whioh oont» 
pensation is paid" rather than upon the reasonableness of the total 
compensation using all forms* 

Evaluation 

The above is a general complaint* In September, 1367, when It was 
considered urgent that a draft proposal be released to industry for their 
consideration so that the project could move forward several compromises 
were reached and one issue was determined by SECDEP* Profit sharing un- 
allowabllity was detexmiined by SECDEP* Slmllau? treatment of the costs 
of stock options was one of the oompromises. The issue was accompanied by 
a memorandum whioh states, in part* 

"••it is proposed that this set of coat principles be f\irnished 
Immediately to the industrial associations for comment sifter 
full consideration of such comments and appropriate modifications 
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of the principles, that they be incorporated in the Armed SerTlces 


Procurement Regulation." 

In deter mining the issue for the purpose of securing comment, SECDEP 


determined the matter by disallowing profit sharing. 

Industry contends that both profit sharing stock options &re 


appropriate forms of compensation and argues t 

a. That immediate distribution compensation plans based 


upon or measvired by profits— 


1. are becoming increasingly more widely used as a means 


of compensating employees and officers for serrioes rendered. 


2. are "costs" by generally accepted accoiuiting principles 
and practices, as distinguished froa a distribution of profits* 


3* are allowable for tax purposes and in renegotiation. 


4. are accorded different treatment from bonuses (which 


are allowable under the draft). This distinction is unsound since 


they "are treated alike by the employer for other pxirposes*" 

5. were recognized as "essential to the ultimata main- 


teiianoe of the Capitalistic System" in 1939 by a Senate Subcommittee 


which investigated profit sharing (bi-partisan - Senators Vandenberg 
and Herring)* 


b* That Stock Options— 


1* are a proper means of ocmpensatlng employees for services 


rendered* 


2. are recognized as costs by "generally accepted accounting 
principles and practices." 


3* are allowable for tax purposes* 


Re offlmnendat i on 


Allow Immediate distribution type compensation plans which may be 



dependant upon or meaaxired by profits and the cost of compensation paid 
by stock options both subject to the negotiation requirement of 
ASPR 15-204. 1(b). 

4. Contrib utions and Donation s (h) See also Training and Educational 

\ 

Contention 

NAil* NSIA. liiA.PI, AMA., AIA, C. o.f C,, EIA and CPA were critical 
of the dlsallovance of all contributions and donations* It is 
stated that every concern is called upon to contribute to local, 
state and national charitable and non-profit organizations and to 
fail to do so would seriously impair the prestige of the contractor 
and result in adverse public opinion and employee discontent* It is 
stated also that such contributions aid in the development of technical 
education and soientifio resewoh and are essential for the public 
welfare* It is stated that such contributions eure allowable for Income 
Tax purposes and have been allowed by the ASBCA in their findings* 

Evaluation 

Wo believe that this element of expense is an insignificant element 
and that a case can be made for the soundness of the policy of allowing 
reasonable contributions under the basio premises of our pro jeot* 
Reconmendation 

We reocmmend allowance of this element* 

5* Interest and Other Financial Costs (q) 


Contention 

KA2I, NSIA, AIIA, >API, C. of C*, EIA criticize the unallowability 
of this item* On the other hand, the AIA seeks the allowability of 
interest only when it is assessed as a result of protecting rights 
of the Government and at the Government's direction* CPA"agrees 
with the disallowance of interest costs if it is made clear that 
the profit allowed is to bo large enough to cover interest on the 
turnover of borrowed capital in addition to a return on equity 
capital, thus assuring eqviitablo trealaient of contractors employ- 
ing different methods of financing. "Those claiming allowability 
of interest assort that it is a normal and legitimate oost of 
doing business allowable by the courts, for tax purposes, under 
renegotiation, under ASPR Section VIII, that the GAO would not 
object; and finally, that the recent DOD restrictions upon finan- 
inventories and work in process necessitates, and that the 
DOD Directives require, "that capital investment by the Contractor 
will be taken into consideration in determining fixed-fee or allow- 
able profit*" 
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Bvaluation 

The allowability of interest as a oost ha« i 
over the years, and again as late as last fall. 



been considered many times 
The general oonolusion 


reached was that although it was proper that interest not be allowed ' — 
AS A COST, it was appropriate that the fee, profit or price be established j 
in light of the capital investment by the Contractor, — ^ 
Reoonmendation 


Wo reo«nmend that this concept be appropriately introduced into the 
principles. This could be done with the concept used in DOD Directive 
7800,6, as follows t 


However, the extent of the oontraotor * s capital investnent 
in the performance of the contract will be taken into consideration 
in the negotiation of the fee or price, as the case may be," 


6. Overtime, Extra Pay Shift and Multi-Shift IVemiums (y) 
Contention 


NSIA, AMA, AIA, iiAPI, C, of C,, EIA and CPA criticize this 
principle stating that the draft perpetuates the existing dif- 
ficulties which are presently being corrected. It is stated 
that what is required is a sound, operable overtime and extra 
pay shift policy with a principle embodying the revised policy. 

Evalxiaticn 


We have found industry* s complaint justified to the extent that the 
basic policy has been adjusted. The adjustments have been coordinated 
with the NSIA Defense Advisory Coimoil and have been considered fair 
and operable. 


Becommendetlon 

Embody the revised policy into an appropriate principle to the 
following effect: 


Tf^hile continuing the basic policy against unnecessary overtime: 

1. reduce administrative btnrdens on both Government and 
industry 
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2* retain oontrol by the Government of overtime premium 
and shift premiums at Government expense of an extended 
nature 

3* permit oontraotors to exercise management Judgment with 
respect to overtime or ex^a pay shifts Tnhioh sire of a 
sporadic or emergency nature, or which reduces overall 
cost 

4* apply the tests of '^reasonableness” and "allooability” 
to overtime and shift premiums# 

7. Plant Reconversion Costa (oo) 

Contention 

NAM, NSIA, AI/l, C» of C«, EIA and MAPI are critical of the 
allowability of only the coat of removing Government property and 
the restoration or rehabilitation costs caused by such removal* 

It ia contended that the natiare of the Contractor's business and 
the use of the plant and the extent of his involvement in defense 
procurement programs should be the determining factor in the 
determination of whether these costs are allowable* The argument is 
made that while the non-allowability may be correct with respect to 
minor plant adjustments to undertake defense work, major or abnormal 
changes ought to be allowed ”on the basis of negotiation”, particularly 
where there is kaowledge that after performance of the Defense work 
the contraotor will resume his previous operation* 

Evaluation 

The proposed action was taken in the belief that make-reac(y expense 
ought to be allocated against the ensuing production* Thus, the Govern- 
ment ought to allow the costs of preparing for the production under its 
contract and the civilian production ought to take care of the make-ready 
for the new production— thus such expenses should not be allocated against 
the Goverment contract* Notwithstanding, we found it necessary to both 
remove Government property from the oontraotors premises and to rehabilitate 
the premises ”oavised by such removal”* 

Recommendation 

Hedntaln the principle* 

3* Rental Costs (hh) 


6 











Contertion 


t C £il. 


Mfti’PX, C* ~oP’''6» y EXAf ''{bfi'd CPA 8X9 ori'bioal oP tpro 
proTiaions of the prinolpla (i) the liili%atioa on inter-plant 
rentals that suoh should not ’’exceed the normal coats of ovmer- 


''S 


‘-^d ifiiAt ‘ih back situations, 

’ elceepiiloi^j?^^^ costs should not exceed 

' that •Vhiclif would contractor retained 

legal title to the facilities,” It is asserted that in both 
s ituat ions the tests ought , to be reasonableness of the rental. 


li&l siiBh bthir tests^iS ’’’aSii’ li|xe 15^^ charged for 

aiailv propertiis r"^ ihid ’’boSiparablV ^ rental to be paid 

for like facilities in -aio open market It is a,f,s6rt,e.d, ,t^t the 
sale-and-lease back teohniquo' is^ an '’established method^of raisina 
capital," ^ 


Evaluation 




' "Both provisions are designed tp‘;’^ri^ain atAreasionable 


m 


d^ls - and ;i|m^ initMiT^ °|' l.iOo^t^aotor,,. b^^ Aifoomagtioa to 

;kJ 


the 

-made* II 




the' ■same^'tM,;-;th# po^^ ‘"^ms-length 

transactions of thid %pe trtiioh justify' cost adjustments and the draft 
makes provisions for specif io negotiations therefor. One Assdbi^^ 


^eooi^X'izea pro'bibni,* ’ say; " "To le as ebaok rental in 




'tbrifia' of' th(b'^ lessor*’1s' costs had he retained title is to meas^ure the 


‘ rental tby thtf" vepy index* which the leasebaok eurangement was designed 
j ’ to repudiate 


»s reception of the validity of this argument 


T • 




war thSe veiT^leaboh^foir Adoi^^ policy. If the sade and leasebaok 

teblnai’quea“ia ha '’’‘ibtablishid' method oF raising capital", there la all 
the more reason why we should hot* allow excess cost attributable to this 
technique inasmuch as wo do not af low' the costs of raising capital 

generally, 

Reo ^nmendat ion 

Maintain the principle. 
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Bjsearoh and Development Costs (11) 
Contention 


MAM, NSIA, AMA, AIA, MAPI, C. of C., and EIA have criticized 
this prinoiple, although conoluding, generally, that the present 
draft represents the soundest draft which has been yet developed. 

The orltlolsms relate to (i) the difficulty In breaking down all 
research into basic and applied for the purpose of allowing the 
applied on the basis of allooabllity to the product line; (ii) 
the non-allooability of resecuroh overhead to the accomplishment of 
a research contract mission; and (Hi) the AIA partiouleurly oon> 
tends that the requirement for negotiation to support reasonable- 
ness of the researoh expense represents an unwholesome control of 
research. 

Evaluation 

It is recognized that it is sometimes difficult to break down all 
researoh into basic and applied. However it is sound that applied re-, 
search be allocated to the product to which the research attention is 
being supplied. This being true methods must be found for segregating 
questionable projects appropriately. 

^en researoh is the service being purchased it seems manifestly 
inappropriate that other applied researoh expense be allocated against 
such a mission since, as indicated above, applied researoh should be 
allocated upon a product line basis and the costs should be absorbed 
through sales of the product line. 

Only the AIA makes a strong case against the desirability of 
negotiation of the reasonableness euid allooabillty of researoh expense. 

This problem was recently analyzed fully as a part of the AIA presentation 
of 22 January 1958, and that analysis is applicable hereto. The conclusion 
reached was that this requirement must be retained since; (i) in the air- 
craft industry there are no competitive restraints to discipline the 
contractors and (ii) there is an urgent need for utilizing fully the re- 
sults of the research and for relating all projects to others. 
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Jleoomnierda'blott 


IfeLliTvfcaln tha prlnolplo* 

10» Training and Sduoatlonal Costs (qq) See also Contributions 
Donations# 

Contention 


MM, AMI, AIA, MA.PI, C* of C,, and EIA are oritloal of the ex- 
tent of allowability included in this principle# Although the pro- 
posed allowances are considerably more liberal than the status quo, 
the industry contends that it is the current national policy to 
stimulate soientiflo and technical study and thus it is incumbent 
upon the DOD to encourage its contractors to minimize their efforts 
in this regard, including coat support of the effort# 

Bvaluation 

The present proposal t 

allows in- training and out- training at vocational 
and non-college levels# 

allows part -time technical# engineering and scientific 
education, including materials, textbooks, fees, tuition, 
and, if necessary straight time compensation for attendance 
of classes during working hours for 2 hours a week for the 
year (1 course)# 

allows post-graduate tuition, fees, materials for fulltime 
scientific and engineering education (BUT NO sat.at^y OR SUB- 
SISTENCE), for bona fide employees for one school year for 
each employee so trained# 

educational Institutions are considered donations 
and are unallowable by the draft# 

The above policy was developed cooperatively by the prootarement, 

manpower and research interests of ASD and 'the military departments# 

During the development every aspect of the problem was reconsidered and 

the above was adopted as being a reasonable treatment under today's 

clr oumstemoes • 


(i) 

(ii) 

(ill) 

(iv) 


In connection with (il) industry objects to the limitation of 2 hours 
a week for the study during working hours# Basically, this sort of 
activity ought to bo accomplished outside of working hours but instances 
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Issues In Basic Concepts 

1. The document shoxild be recast Into "Prlncl-ples” format . 

Industry Contention 

Industry stated that the title of the doctuaent, "Contract Cost 
Principles", is a misnoiner. A "principle", it is stated, is a concept 
of fundamental truth, Tdiile the draft doctunent includes additional 
rules, regulations, and manual-type matter. Industry si;iggests that 
the document he recast into "principle" format, and if audit instruc- 
tions are needed, they should he provided as a separate document. 

Evaluation 

Our e:^rience over many years has led us to the conclusion that what 
was needed to cover cost considerations in procrarement is a document which 
(i) defines the cost areas, (ii) provides the necessary guidance to permit 
the contractors, the contracting activities and the auditors to KEDW the 
treatment which will he accorded for the area, (iii) is drafted in a 
manner s\iitahle for incorporation hy reference into cost-type contracts 
so as to stipulate a sufficient reimbursement of cost provisions, hut 
sufficiently flexible to cover the prohlen of the cost consideration in 
the pricing of fixed-price type contracts. 

On the basis of this e^qaerlence, the entire DOD (including the audit 
and procurement elements of the military departments) is unanimous in 
the view that in basic format and content we need something very close 
to the present draft. The staff does not believe this to be a serious 
industry objection. We believe that the srgument is made siaqply to beg 
for the moment the problem of the unallowables, but that any docviment 
(such as an audit manua l) which has the Identical unallowables would 
be subjected to the same objections. In the event that Industry wishes 
to press this point it is recommended that we rename it. Among the names 
could be: "Contract Principles and Rules", "Contract Costs", 'Costs in 

Negotiated Procurement", and 'Cost Standards in Defense Contracting". 


Reconmendatlon 


Maintain the naUire of the document and negotiate with industry on 
an apxiroprlate title for the concept. 

2. Qb.lective 

a. If adjustments are made the general objective is sound. 

Industry Contention 

Industry (except MAPI) states generally that the objective of 
one set of cost principles is so\ind for use> however, only in "cost- 
related areas.'* While there is a diversity of view as to what the 
cost related areas are, there is general agreement that it is im- 
proper to use the set for the purpose of the submission of cost estl 
mates by contractors to support prlciog. (See paragraph 3 . a. en- 
titled "Application - Contractors should not be bound by the prin- 
ciples in submitting cost data in s\g^ort of pricing estimates.") 
There is some feeling also that the entire flrsHfixed price area is 
not a cost-related area. 

Specifically, NSZA says the "uniformity of treatment of contractors, 
without regard to the specific type of contract Involved is, undoubtedly 
a desirable goal... Sowever, "... "AMA ce^J.s it a commendable project". 
EIA says that "GQils Association has consistently taken the view that in 
theory no exception can be taken to the development of one set of cost 
principles for cost- type and fixed price contracts alike, provided..." 
NAM says "We recognize the desirability of having a single set of cost 
principles to be applied to all Government contracts when costs are a 
factor, provided. . . " AIA Infers the same thing ^en it says that it 
"has no objection to the establishment of a set of cost principles \dilch 
will be guide only with respect to the negotiation of fixed price types 
contracts and ^diich ..." ^Notwithstanding, the AIA provides an actual 
proposal which provides different treatment of costs for both the nego- 
tiation of prices and termination settlement ^Qie American Institute 
of CPAs states concurrence "in the idea of a single broad set of cost 
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Principles provided that in their application,, recognition is given 
to the circumstances created by each type of contract as a part of 
the conditions and factors which have a bearing on reasonableness, 
relevancy, allowability," etc. MAPI, on the other hand, takes the 
point of view that, "Few, if any, advantages are discernable and that 
the suggestions bristles with possible disadvantages." 

Evaluation 

Only MAPI thinks that the objective, even with acceptance of 
certain policy changes, is unsatisfactory. There is general admission 
that the use is proper (i) in coat reimbursement-type, (li) incentive 
type and price redetermlnatlon type contracts, so long as the "sound" 
policies in Part 8, Section III, Price Negotiation Policies and Tech- 
niques and Section VIII, Termination of Contracts are esphasized. 
Recommendation 

The objective of the conprehenslve set is sound. Continue the 
development. See the issue entitled "Application - Contractors should 
not be bound by the principles in submitting cost data in support of 
pricing estimates "(paragraph 3«&*) ior discussion of and recommendation 
with respect to the use of the Set by contractors in the SulmiLsslon of 
cost data by contractors to sxpport pricing. 

b» Allowance of all costs which are "noirmal costs of conducting 
business is necessary. 

Industry Contention 

The basic objective of the cosprehenslve set must be fairness 
and equity to Government and to industry. Fairness to Industry 
requires recognition and allowability of ALL COSTS OF DOIBO BUSI- 
NESS to the extent that such costs are allocable and reasonable. 
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Specifically, NSIA says that the "cost principi^s must be based 
on the Government's willingnesa to recognize and accept all normal 
and legitimate coats of doing business. The determination of such 
costs should not be subject to shadings, gradations, or special cir- 
cumstances, nor should allovabllity be conditioned on the ability of 
a contractor to previously negotiate special cost allowances into in- 
dividual contracts, i^ain the NSIA speaks against the ''disallowance 
in whole or in part of many elements of costs ^diich are generally 
considered to be normal costs of doing business, costs Tdilch cannot 
be avoided merely because the Government chooses to call them un- 
allowable and which in non-Government business are normally recovered 
In the market place In the price of the article sold." AMA says that, 
as a matter of sound philosophy, the Government must be willing "to - 
pay a fair and proportionate share of all the nonoEil costs of conduct- 
ing business." MAPI states that "To achieve a profit the business 
first must realize e no u g h .from the sale of its products or services 
to pay all Its costs of doing business. To the extent that It falls 
to recover all Its legitimate costs Incurred In performing work for 
a si ng le custo mer It Is subsidizing that customer. . . is not 

sound economics and It Is not sound public policy In the Government 
Interest." The Chamber of Commerce says that the "comprehensive set 
of cost principles should allow all legitimate costs of doing business 
provided they are reasonable and allocable to the contract involved. " 
EIA says it this way: "T!» basis and foundation of such a set of 

cost principles would be a recognition by the Government that 
normal and legitimate costs of doing business are properly chargeable 

- 4 - 



to Gcrveriment business dependlxsg on their reasonableness and alloca- 
bility to the work in question." HAM states that the coc^rehensive- 
set objective is sound provided the principles "recognize the concept 
of reasonableness, generally accepted accounting practices and alloca- 
bility, and encoo^ss all normal costs of doing business." The Cos^- 
troUers Institute of Aoerlca says that the proposal is defective 
since it falls "to recognize or accept certain, normal and legltisate 
costs of doing business and falls to give proper euphasis to the 
basic principles of reasonableness, allocabllll^ and generally accepted 
accoiuiting principles and standards." 

Evaluation 

Of all the points raised by industry, this is probably the most 
difficult to resolve to the satisfaction of both parties. Vfe agree 
that application of the tests of allocability and reasonableness as 
the sole criteria for determining allowability is appealing. Bbwever, 
such application for purposes of this statement is not adequate for 
two reasons. First, the two terms "allocable" and "reasonable," 
despite the fact that we have defined them, are indefinite. Judgment 
terms. Bie th ou s a n ds of users need further guidance a fuller 
description of their application to certain elements of cost if we 
are to achieve any satisfactory degree of xmiformity of treatment. * 
Second, there are certain costs which, (l) as a matter of public 
policy, or (2) because allowance would represent duplicate recovery. 

(1) * *Public Policy ". Entertainment expenses have become 
an accepted cost in commercial practice. They are, in part at least, 
a selling esqjense. Ihe code of ethics of public sezvants clearly pro- 
hibits acceptance of such favors. Are we then to condone the practice 
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by inference by acceptance of such costs? We believe the ausver is clearly"'"^ 
and mush be specifically stated. 

(2) "Tto avoid duplicate recovery”. In several places we have in- 
cluded provisions which are designed to reach equitable results, but avoid 
duplicate recovery. For exanple, research and developznent costs incurred in 
accoxmting periods prior to the award of the contract are not allowable, but 
at the same time, we accept the cost of current research and development 
®®bivities. Ihis is done in order to prevent duplicate payment (i) when 
originally acconplished and (ii) in the pricing of later production. We 
believe that the results represents substantial equity to contractors who may 
capitalize such costs as well as those who charge them to operations as they 
are Inctcrred. 

Recommendation 

Based tpon conversations with certain industry representatives and the 
general tenor of the written comments, it is believed that some relaxation 
of Otar treatment of a few costs would remove not only this objection to the 
present draft but several others along with it, and still represent equitable 
treatment. It is clear that the i r principal objections go toj (l) compensation 
based vpon or measured by profits, (il) advertising, and (ill) contributions 
and donations. 

c. Industry's "gains” won in ASBCA and the Courts should be allowed. 

Industry Contention 

Industry contends that, in any event, the "gains” won in the ASBCA 

and the Coanrts, ought to be made allowable. 
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Specifically, MAPI, ia criticizing the draft says that "in one 
stroke, the effect of svich Armed Services Board of Contract Appeals’ 
decision as Swart zhaugh, Wichita Engineering, Gar Wood and others 
will have "been nullified." It is stated further that "any revised 
set of contract cost principles should give full recognition to 
doctrines propounded in the decisions of the Armed Services Board of 
Contract Appeals. That is to say, the spirit of such cases as the 
Swart zhaugh case, the Wichita Engineering case shovild he preserved." 
The N3IA Infers the same thing when, in criticizing the disallowance 
of "losses on other contracts" states: "As written, the paragraph is 
inconsistent with the Co\nrb of Claims decision in the Bell Aircraft 
Corporation v. U.S. ...tdiere a Government contractor was allowed to 
capitalize losses on e:qperlmental contracts allocate • ♦••heTn as 
costs to other Government contracts." 

Evaluation 

We helleve that these "gains "ought to he reappraised on an 
ohj active hsisls In the manner In which cost elements should. 

To the extent that this consideration Indicates disallowance, they 
should he so treated. ASBCA and Court cases are determinations of 
existing facts only based upon the then existing cost rules. The 
q.uestlon of whether these rules eusi, hence, these decisions are 
proper trom. a policy standpoint Is now for recommendation. 
Recommendation 

Reject the contention and reevaluate the items as appropriate. 
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3* Application 


a. Contractors should not he hovind hy the principles In submittlc 
cost data In support of prlclrg estimates. 

Industry Contention 

Industry must not he asked to accept the cost principles as 
a basis for their development and submission of cost data In sup» 
port of pricing, repricing, progress payments, etc. 

Specifically, AMA says, "...the contractor's price breakdown sub> 

mltted In support of firm price bids or proposals cannot properly be 

forced Into the framework of any set of cost principles." KAM and NSIA 

state, "Under no clrctanstances can we agree to omit from submissions of 

cost data or estimates any costs that are Incurred as legitimate costs 

of doing business and properly allocable to a contract, even thovigh the 

Government may be disinclined to share In such costs." 

Evaluation 

we recognize that our proposed provision ^15-101(a)(ll)(A)_;_7 cannov 
be strictly enforced upon contractors, partlctilarly In connection with 
precontract negotiations. However, the statement of fact that contractors 
are e^qpected to follow these principles as a guide, will, we believe, be 
effective In most cases. However, whether Industry accepts or not, we 
nesd an objective standard by which to evaluate price proposals If 
Industry Includes unallowable cost elements we need to be able to Identify 
such costs through e^qpanded audit evaluation of proposals. 

Apparently the requirement would be much less objectionable If certain 
Items were not flatly disallowed In every case. 

Sigiported by this provision In ASPR, we believe that contracting 
officers and auditors will be able to obtain the cooperation of contractors 
In so malclng their submissions. If so, auditing cem be reduced to a 
mlnlmuiiie 
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Reeoinmendatlon 





Maintain tMs concept in the course of the oegotlatlon vLth industry, 
h. Application of principles in resolution of cost Issues vlU harm 
negotiation. 

Industry Contention 

Industry *s objection to the applicability provision vhlch pro> 
vldes l^t the conprehenslve set vlU serve as a "gid.de In the re- 
solution of the acceptability of specific items of costs in forward 
pricing tdien such costs have become an issue" is usually coupled 
with the contehidon relatLng to ALLOUABILm OF MX COSTS. 

While the WSIA does the same tidng> they do so in a way which will 
permit the isolation of ‘Uds provision as a separate issue. 

Sjpeciflcally^ WSIA construes the words as Inplying that "controversial 

issues cannot be negotiated and that they will be uidlaterally settled by 

the Government." Accordingly, IlSIA suggests this application be deleted. 

Eval\aation 

The general industry position IS that the cost factors ought not to 
be the subject of negotiation, that price, not costs, in fixed-price con- 
tracting ought to be negotiated. Since the Government agrees to the con- 
clusion (see above), provision is made that the principles be 

used as a "GUIDE" in the establishment of the fixed price. Ifot to do so 
leaves the AS5CA and the Courts with the problem of the measurement of costs 
in determining settlement of price without a yardstick. Wb consider the 
guidance proper. 
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SlDce we telleve that It Is sound to utilize the same yardstick 1 q 

measurlOQt costs la the settlement of Issues as used In the negotiation 

and termination action, adherence to the position Is recommended. 

4, "Reasonableness" and ”allocahlllty** are adequate standards for the 
determination of costs . 

a. Reasonableness as a standard. 

Industry Contention 

All comments offered Indicated that "reasonableness!' Is a 
critical consideration upon which a proper set of cost principles 
should be constructed. Ihey seem to say that use of the mere word 
Is all that Is necessary to secure a proper performaiv:e. They 
object particularly to some of our blanket determinations of un- 
sillowablllty which have been determined on the basis that It Is 
unreasonable for emy of the particular e:qien8e to be charged to 
the Government. They content that the term caimot Include "second 
guessing" of contractor's management. 

S^peclflcally, AZA. says that reasonableness la Important, but they 

# 

suggest the deletion of the proposed definition without offering a 
substitute. EIA, In sviggeating the delation. of the "coaqpetltlve 
restraints" test says that this test "will require both the Contracting 
Officer and audit personnel to make economio determinations outside the 
scope of their experience." HSIA says that "It is totally contrary to 
good contracting policy"... to superiipose \qpon ^the contractor's 
Judgment_7 • • • "criteria Involving retroactive review of Individual 
business Judgments with respect to the Incxurrence of costs." AMA says 
that "organizations must function through the Jvidgmsnts and discretion 
of Its executives In the accosgdlshlng of the purpose for idilch the 
contract has been let", and suggests that It is not proper to second- 
guess this management Judgment. MAPI concurs substantially with the 
definition of reasonableness provided with minor modifications. HAM 


says that the requirement for special contract coverage "limits manage- 
ment's preogative to make sound business decisions by requiring prior 
approval to Incinr legitimate business expenses. 
nation 

It is essential that the definition of reasonableness be agreed upon. 
Once it is agreed upon, it vlU be incxsnbent upon the Government repre- 
sentatives to apply it in the performance \uider the contract. In the 
event that such monitoring causes disallowances Tdiich will be Interpreted 
by contractors to be an "usurpation!' of management prerogative, resolution 
can be effectuated through the "disputes" procediure. If reasonableness is 
to mean anything at 6ll, it must presuppose that it is possible for some- 
thing to be imreaaonable, and if an action is unreasonable, the cost 
thereof should cot be allowed. If such a determination of unreasonableness 
of cost can be made in advance of the incurring of such cost, the contractc 
should be benefitted. 

Recommendation 

the concept Is sound and should be malntedned. 
b. ALlocabllity as a standard. 

Industry Contention 

The concept of "allocablllty", like "reasonableness”, needs no 
definition or expansion. Any method of allocation, if in accordance 
with generally accepted accoxuitlng principles and practices, may be 
used and must suffice for DOO contact costing purposes. 

Specifically, MAPI says, "Con^rehenslve cost principles should recog- 
nize that 'generedly accepted accounting procedures' Include a variety 
of acceptable methods of expense allocation" (but accepts ovac definition 
with only the addition of an "or" in its detailed criticism). In AIA's 
rewrite, the definition is omitted and fflentlone4 is o nly to the 
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effect that, "In ascertaiiiing what constitutes allocable costs, any 
generally accepted accounting method of determining costs that is 
equitable imder the circumstances may be used, . . " 

Evaluation 

For purposes of this document, it is believed that definition and 
pnm p discussion of the concept of allocation is necessary. Allocation, 
for certain business purposes such as published statements or taxes, 
does not require the degree of refinement that is appropriate for our 
costing purposes. Our proposal merely points out the various methods 
of allocation which should be considered in distributing ea^enses for 
contract cost purposes depending upon the circumstances. EIA seemed to 
recognize this view when they commented; "It (a set of cost principles) 
would have as its two main objectives, first, the enumeration of ac- 
ceptable methods of allocating earnii^s and expenses to segments of 
the contractor's business and, where required, to specific contracts; 
and second, the establishment of acceptable accounting methods for 
identifying and reporting items of income and expenditures, and those 
items of a Contractor's income statement which do not represent cost 
of operations." 

Kiroughout we have provided for the greatest latitude by such pro- 
visions as; "The contractor's established practices, if in accord With 
such generally accepted accounting principles, shall be acceptable" and 
"This principle for selection is not to be applied so rigidly as to 
unduly complicate the allocation where substantially the same res\ilts 
are achieved throvigh less precise methods." 

It appears that this criticism is actually directed, not at o^^r coverage 
of allocability, but rather to the fact that the principles have determined 




that certain elements such as contributions, profit sharing, and adver- 
tising# are not allocable to Government contracts. 

Recommendati on 

That this approach be continued. 

c. Soundness of the requirement for negotiation in the determination 
of cost treatment, particularly in relation to reasonableness 
and allocabllity is questioned. 

Twiiuatrv Contention 

unifonnity in cost treatment is considered a soiaad objective. 
Hovever, this uniformity vhich has been a basic aim of all previous 
drafts of the cost principles, has been lost by the requirement 
that certain listed costs be the subject of negotiation to make then 
allowable. 

Specifically, KMA states that "Uniformity of ^cost_7 treatment... 
is a desirable goal." But it states that the negotiation requirement 
"(a) favors any coaq)any in a strong negotiating position, (b) opens the 
door to special treatment, and (c) limits management's discretion... 
merely because cost coverage had not previously been negotiated." i^ain 
it is stated that the nev test of acceptability, l.e., "companies with 
a preponderance of Government business are not subject to cosipetltlve 
restraints"... would promote a lack of uniformity in treatment..." The 
C. of C. notes an Inference "that the predetermination of basis for the 
allowability of costs must be agreed to in advance" and recommends 
deletion of the requirement. NAM feels that the negotiating language 
"limits management's prerogative to mahe sound business decisions by 
requiring prior approval to Incinr legitimate business e:q)enses. . .and 
...special provisions are required which have the effect of defeating 
the objective of uniformity by favoring contractors in a strong nego- 
tiating position. Inasmuch as \uiiformlty and equity in the allowance 
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of costs is one of the objectives of a set of cost principles, we feel 
that the Government should remove the requirement." EIA, although 
critical of the acttaal provisions, seems to take a different view when 
it says "Provision should. ..be made for the treatment of some items of 
cost by contractual coverage vhere special or peculiar circumstances 
justify it.” 

some of the comments apparently arose through a mistaken Ijs^esslon 
that failure to negotiate these items of cost in advance wottld make them 
tmallovable. This is erroneous. Absolute uniformity of cost treatment 
and cost result camiot be achieved. As a matter of fact. Industry's ovn 
proposals relating to the tests of reasonableness and generally accepted 
accounting principles, if applied, can only result in gross lack of 
uniformity of treatment and cost result. Ihe negotiation technique 
conplalned about vas Included In the draft to cause specific consider- 
ation of the traditionally difficult costs which are potentially unal- 
lowable becuase of the high probability of unreasonableziess or nonal- 
locablU'^. We belkeve, moreover, that the very best finding of reason- 
ableness of cost is one which Is specifically considered and negotiated 
between the parties In advance. Because we believe that the success or 
f^lure of the whole project is tied around these dlffictilt costs, we 
believe that It Is essential that the concept be maintained \intll It 
Is determined tliat a mutually acceptable BOD - Industry position can be 
agreed upon. 

Recommendation 

i^ntaln the concept at this time. 
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d. Contractors Accounting Systems should be controlling if in 
accordance with "Generally Accepted Accounting Principles". 

Industry Contention 

The selection of an accounting system is a management prerog- 
ative* If the system selected and applied is in accordance with 
generally accepted accounting principles and practices and is 
consistently applied, it must suffice far governmental costing 
purposes* It is therefore In^roper that particular accounting 
standards be Included in the coo^rehenslve set* 

Bpeciflcally, NSIA says, "It would reqjilre draistic revisions in 
existing and accepted accounting systems of contractors*" AIA says that 
we "**. should recognize the basic principle that any financial system 
must assign the total cost of doing business to the work performed upon 
xdiatever basts fits a conpany's particular requirements for the realistic 
reporting of operating results to stockholders, the Securities and Ex- 
change Commission, and others*!' AMA states that we should recognize 
"the existence and prima facie propriety of the selected contractor's 
established accounting system." (Underscoring added.) 

Evaluation 

Generally accepted accovintlng principles are broad standards for the 
evaluation of the fi n a n cial position of an enterprise and for the measure- 
ment of incoiae and e:Q3ense over a given period of time. Thus, a system 
may be malntedned in accordance with such principles, fulfilling the 
requirements of manageme nt, the stockhplders, taxing authorities, and 
others, and yet not necessarily yield costs related to a product or 
contract to the sctent required for cost reimbursement or to support 
pricing judgments. Thus, we have accepted the concept in its correct 
sense by adding "applicable in the circumstances" meaning to DOD con- • 
tract costing and pricing. The related point of consistency, we view 



the same vay« Consistency Is essential only, so long as conditions re. 
oialn substantially the same. VIhen conditions change^ a system change 
may be required also. The draft recognizes this fact. 

As an exaa^le of the Inadequacy of ’’generally accepted accounting 
principles and practices" for Government contract costing purposes, we 
might cite the treatment of depreciation on fully depreciated assets. 
Ordinarily such depreciation cotild not be charged as a cost under 
generally accepted accounting principles. Hbwever, to achieve equity 
In relmbvurslng the contractor for use of hissassets In this category 
In any proc\arement program, we permit a "use charge" vinder certain clr- 
cvunstances, which is the equivalent of depreciation. 

Within this very flexible framework of generally accepted accovintlng 
principles and practices, in order to achieve some degree of consistency 
and equity of treatment of different contractors and to eliminate as 
many questions as possible, we have set foz*th accounting standards or 
guides In certain Instances. These do not require that the contractor 
change his accounting system any more than a tax statute requires him 
to change his own method of accounting. But such guides are necessary 
if we are to achieve any reasonable degree of uniformity of policy or 
practice in the deallxigs of our thousands of procurement and audit 
personnel with the many Defense contractors. 

It is interesting to note that response of the American Institute 
of CPA's did not contain objections to this aspect of the proposal. 
RecoTranendation 

That this general approach be continued. 





I33UE3 lij ITEtC OF COST 

Virtually every item of cost has heen the subject of some criticism or 
comment by some of the respondees. Msmy of these appear, solvable by editlag 
of the points into the docvunent. As might be e:nected, all of the 
Associations did not mahe the same comnent nor criticize the same element. 

In order to reduce the problem to the costa which were subjected to the most 
consistent and broad criticism, the following are discussed} 

1. Advertising Costs (a) 

2. Bad Debts (b) 

Plant Rehabilitation Costs (cc) 

4. Rental Costs 

Research and Development (ii) 

6. Training and Educational Costs (g.q,) 

1. Advertising Costs (a) 

Contention 

RAM, l^SZA, MAPI, AMA, AIA, C. of C., EIA, and CPA were critical of 
the coverage of the draft of this item. The recommendations centered 
upon the allowability of product and institutional advertising, subject 
only to ailocabllity and reasonableness, tdth respect to product 
advertising one association sviggested that in the establishment of mass 
marhets, the Government has received price benefits which justify the 
proposed action. All contended that IRSTITUnORAL TIFE ADVERTISIRG 
should be allowed since such advertising "informs the public on 
mattes of general interest, stimulates interest and the purs\ilt of 
careers in science and engineering, or affects enqployee relations." 

The American Institute of CPA's notes that it is "reasonable to 
allow the cost of advertising for scarce materials, or for second- 
hand machinexy \dien new machinery is hard to obtain." 

Evaluation 

Industry generally seems to admit that ^oduct advertising ought not 
to be allocated against Government contracts. Institutional advertising 
may result in some benefit to the Government under certain circumstances, 
but that benefit is somewhat elusive and thus reasonableness of cost is 
extremely difficult to determine. 




On "tlis other hand^ vhlXe advertising for needed specific materials^ sub- 
contractors^ engineering proposals, and the lihe, for the purpose of carrying 
out the contract, establish the kind of a relationship ^ch Justifies allov- 
it is SO wrt no-r in nature and so difficult to isolate as to Indicate the 
desirability that this aspect be absorbed in the fee allowance. 

Reeo^neudation 

Disallow product and instittxtional advertising. 

2 . Bad Debts. 

Contention 

H3IA, MAPI, AMA, AIA, C. of C., and EIA, proposed modifications 
of the bad debts principle. Generally, it is stated that the un- 
allowabilily of bad debts is too sweeping since, it is asserted 
that there are many ld.nds of credit losses as **a result of handling 
Government btisiness." 

Evaluation 

There is some merit to the argument that there is a possibility of ^ 

losses in connection with subcontract operations which might be considered 
to be in the nature of bad debts. However this is insignificant, ance 
the major source of bad debts relates to customers, and since the Government, 
as a customer, pays its debts, such e:qpense is not allocable to the Government. 
RecoTr*"^"<^”tion 

Continue to disallow all bad debts. 

3. Plant Reconversion Costs (cc) 

Contention 

I{AM, HSIA, AIA, C. of C., EIA and MAPI are critical of the 
allowability of only the cost of removing Government property and 
the restoration or rehabilitation costs caused by such removal. 

It is contended that the nature of the Contractor's business and 
the use of the plant and the extent of his involvement in defense 
procurement programs should be the determining factor in the 
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determination of whether these costs are allowable. The argument is 
joade that while the non-allowability may be correct with respect to 
minor plant adjustments to undertake defense work, major or abnormal 
changes oxight to be allowed "on the basis of negotiation", particxiLariy 
where there is knowledge that after performance of the Defense work 
the contractor will resume his previous operation. 

Evaltiatiott 

The proposed action was taken in the belief that make-ready e;gpense 
ought to be allocated against the ensuing production. Thus, the Government 
ought to allow the costs of preparing for the production under its contract 
ft pA the civilian production otight to take care of the make-ready for the 
new production— thus stich e^qpenses shoitld ziot be allocated against the 
Government contract. ITotwl ‘^standing, we found it necessary to both 
remove Government property from the contractors premises and to rehabilitate 
the premises "caused by svich removal". 

RecQwwftndatioa 

I/^ntain the principle, 
k. Rental Costs (hh) 

Contention 


HSIA, AZA, MAPI, C. of C., BIA, and CPA are critical of two 
provisions of the principle (i) the limitation on inter-plant 
rentals t2iat such shoiald not "exce^ the normal costs of owner- 
ship" and (li) that in general sale and lease back situations, 
subject to negotiated exceptions, the costs should not exceed 
that "rdilch would have been Incixrred had the contractor retained 
legal title to the facilities." It is asserted that in both 
situations the tests ovight to be reasonableness of the rental, 
including such other tests as "in line with those charged for 
s im ila r properties;" and "conqparable to normal rental to be paid 
for like facilities in the open market." It is asserted that the 
sale-and->lease back technique is an "established method of raising 
capital.? 


Ewduation 

Both provisions are designed to maintain rentals at reasonable levels 
and remove an initiative of a contractor by his own action to increase 


Governmental costs. The technique utilized is sln^ply to limit the costs 
to that 'Which voxiLd have occurred had the transfer not "been made. At the 
Bflnv* time, the policy recognizes that these are often arms-length transactions 
of the "tOT® Justify cost adjus-fcments and the draft mahes provisions for 

specific negotiations therefor. One Association recognizes 'the problem. 

They say; Judge the leaseback rental in terms of the lessor's costs had 
he re'tained 'title is to measure the rental 'the very index which 'the lease- 
back arrangemsnt 'was designed to repudiate.” Government's recognition of the 
validity of 'this argument 'was the very reason for adoption of the policy. 

If 'the sale and leaseback technique is an "established me'thod of raising 
capital”, there is all the more reason why 'we should not allow excess cost 
attributable to this technique Inasmuch as we do not allow the costs of 
raising capital generally. 

Recommendation 

Maintain 'the principle. 

5* Research aiod Development Costs (11) 

Contention 

IIAM, IlSIA, AMA, AIA, MAPI, C. of C., and EIA have criticized 
this principle, al-thovigh concluding, gene 3 rally, that the present 
draft represents the soundest draft xMch has been yet developed. 

Ohe cri-tlcisms relate to (1) -the difflcxil'ty in breaking down all 
research into basic and applied for the pinrpose of allowing 'the 
applied on -the basis of eLLlocablll-ty to the product line; (li) 
the non-allocablUty of research overhead 'to the accon^dishment of 
a research contract mission; aiad (ill) thi: AIA particularly con- 
tends that the requirement for negotiation to st^ort reasonable- 
ness of the research e^^ense represents c.n umdiolesome con'trol of 
research. 

Evaluation 

It is recognized ~that it is srasetlmes difficult to break down 
research into basic and applied. However it is sovmd -that applied re- 
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search he allocated to the product to Tdiich the research attention la being 
supplied. This helog true methods must he found for segregating questionable 
projects appropriately • 

^■Oien research Is the service being purchased It seems manifestly lnap> 
proprlate that other applied research e:^ense he allocated against s;ich a 
mission since, as Indicated above, applied research should he absorbed through 
sales of the product line. 

Only the AIA makes a strong case against the desirability of negotiation 
of the reasonableness and allocablUty of research e^qpense. This problem 
uas recently analyzed fully as a part of the AIA presentation of 22 January 
19^, tod that analysis Is applicable hereto. The conclusion reached vas 
that this requirement must be retained since; (l) In the aircraft Industry 
there are no conpetitlve restraints to discipline the contractors and (11) 
there Is an urgent need for utilizing fully the results of the research 
and for relating all projects to others. 

Reco^iendatlon 

yalntaln the principle. 

6. Training and Educational Costs (qq.) . 

Contention 

HAM, AMA., AIA, MAPI, C. of C., and BIA are critical of the ex- 
tent of allovablUty lncl\ided In this principle. Althou^ the pro« 
posed allovances are considerably more liberal than the status quo, 
the Industry contends that It Is the current national policy to 
stimulate scientific and technical study and thus It Is Incumbent 
upon the DOD to encourage Its contractors to minimize their efforts 
In this regard. Including cost support of the effort. 

Evaluation 

The present proposal: 

(1) allovs In-toalnlng and out> training at vocatloiol 
and non-college levels. 
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(11 ) allows part time technical, engineering and scientific 
education, lnclu(ilng naterlals, textbooks, fees, tuition 
and, if necessary straight time compensation for attendance 
of classes during working hours for I 56 ho\a*s per year. 



(ill) allows post-graduate tuition, fees, materials for fulltime 
scientific and engineering education (£UT M) SALARY OR SUB- 
SISTEICE), for hona fide employees for one school year for 
each eo^oyee so trained. 

(iv) grants to educational institutions are considered donations 
and are unallowable by the draft, 

Q2he above poll^ was developed cooperatively by the procinrement, mai^wer 
and research Interests of ASD and the military departments. During the develop^ 
ment every aspect of the problem was reconsidered and the above was adopted as 
being a reasonable treatment tinder today's circumstances. 

In connection with (ll) Industry objects to the limitation of I 56 hours a 
year for the study during working hours. Basically, this sort of activity 
ought to be accoinpllshed outside of worlclng hours but Instances were found 
in which this was not possible. This appears to be a reasonable solution. 

In connection with (111) industry objects to the non-allowablUty of 
salary and subsistence, Allocability of this eispense against Government 
contracts is a tight question. As a matter of policy therefore, we 
sought a reasonable solution and one In tdilch a discipline to reasonableness 
would be provided, Sharli^g of the e:^nses provides this Imentlve* 

Finally, Industry objects to /Uie non-allowance of grants in (iv). 

These were disallowed on the basis that grants are In fact donations and 
should be allowed only if contributions generally are allowable. 

Recommendation 

Maintain the principle except with respect to educational grants ;Mch 
should be allowed as a contribution or donation. 
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GOVE R N MEN T CON TRACTS 


CONTOACT COST FRINCIPIiES; MAPI Flies Statement Supplementing 
Its Presentation During POD Hearings on Proposed Set of 
Comprehensive Contract Cost Principles 


As Indicated in Bulletin 35^0, MAPI participated in a Joint 
govemmeht-lndustry conference at the Department of Defense on October I 5 , 
regarding the proposed set of comprehensive contract cost principles. 
Supplementing our oral presentation a written statement has been submitted 
to Assistant Secretary of Defense Perkins McGuire, the text of which is 
reproduced in this bulletin. 



The MAPI statement of November l4 stands firm on the proposition 
advanced and doctanented by MAPI since 1956# namely, that under no circum- 
stances should contract cost principles of the type embodied in ASHl, 
Section XV, be applied to fixed-price contracts. This position is spelled 
out fully in the MAPI statement in terms of current public policy on the 
subject supporting the MAPI position, pertinent regulations of the Depart- 
ment of Defense which would be in conflict with any single set of cost 
principles, and the need, in otor view, of a complete reappraisal of the 
concept that a s i ngle set of cost principles be uniformly applicable in 
government , prime and subcontracting. The Institute has consistently 
reasoned and argued that the result of the cxurent DOD proposal wovild be 
to convert fixed-price contracting into formula pricing as employed in 
cost-reimbursement type situations. 


Our other specific recommendations are summarized on page 12 of 
the letter to Secretary McGuire. In addition to the problem of fixed-price 
contracting the statement recommends that auivertlsed contracts, most sub- 
contracts, and contract terminations be excluded from the applicability of 
the proposed regulation. Treatment of specific cost dlsallowauices is 
covered in the December I 6 , 1957> MAPI statement entitled "Defense Procure- 
ment and Contract Costs" which is incorporated as a part of our current 
presentation. 


Comments and further suggestions from interested member conpanies 
will be appreciated. May we acknowledge again assistaince from the I-IAPI 
Accounting Council and the CTA Financiail Council in connection with the 
Institute's work in this area. 
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The °n+-pre dents of the present proposal .— For some years the De- 
■nartment of Defense, acting parCly upon its own motion and partly by reason 
of^ffeestions from Congressional committees and the General Accounting Office, 
2s alt^S tHevelop a set of cost principles which could be applied to 
fixed-price contracts as well as cost-reimbursement contracts. 

This process covering a period of some four or five years, is an outgrowth, 
of course of developments dating back to the World War II use of T. D. 5000, 
the War and Navy Departments' "Green Book," the post-World War II Joint Termi- 
2tiL Regulation and, finally. Section XV of ASPR which controls the reim- 
bursement of contractors' expenses under cost-reimbursement type contracts. 


This record of developments, culminating in the present proposal, 
contains one interesting experience that is especially relevant to the docu- 
ment here under consideration. A Munitions Board memorandum of November I 5 , 
1949 which limited the mandatory application of ASHt cost principles to cost- 
type contracts, nevertheless permitted their use "as a working guide" in fixed- 
price negotiations. In practice the working guide assumed the status of a 
rigid standard and, for this reason, permissive authority for the use of cost 
principles in connection with fixed-price contract negotiations was revoked 
by Department of Defense Instruction 4105. H, November 23, 195^. 


So much for a brief history of the current proposal's antecedents. 
Let us now consider the history of that proposal against the broad background 

of the over-all national defense program. 


Urgent need for reappraisal.— This recital of the present proposal's 
history is i^rtant, we think, because of some startling recent developments 
in military technology that have altered radically and permanently the total 
defense postxare of the United States. The changed circumstances flowing from 
these developments are financial and managerial as well as technological and 
strategic. They are of such a fundamental nature as to require a most care- 
ful re-examination of all proctirement policy and procedure. We believe that 
you give primary consideration to the question of whether or not the 

proposeil for a comprehensive set of cost principles drawn in the form of 
Section XV of ASPR— which has never been a completely sound proposal in our 
Judgment— may not be altogether inappropriate at this time. 


The Soviet Sputnik.— As we have noted, the case for application of 
ASPR cost principles to all”types of negotiated contracts has developed during 
the post-world War II period which culminated in the launching of an earth 
satellite by the Soviet Union. This latter event, marking the dawn of the 
Space Age, has given rise to grave Congressional concern with the state of oxir 
national defense, hlg^l^ted by the hearings before the Preparedness Investi- 
gating (Johnson) Subcommittee of the Senate Armed Services Committee. 

In addition to its numerous recommendations for enlargement and im- 
provement of our national defense in terms of military programs and weaponry— 
with which this statement is not directly concerned- -the Johnson Subcommittee 
recommended in connection with stepping up the tempo of our defense effort a 
simplification of oxor military procurement procedures. With this latter recom- 
mendation oua: statement most emphatically is concerned. 
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The testimony of certain witnesses pointed up the shortcomings of 
our present procvtrement system, and such testimony is emphasized in the re- 
marks of Senator Saltonstall in proposing certain amendments to the Armed 
Services Procurement Act (10 USC 2301 et seq.) on October 1^, 1958* Senator 
Saltonstall said: 

"We have great confidence in the vitality and initiative of 
American industry. The free competitive system which has 
enabled our nation to achieve unheralded industrial advances 
should be able, as it has in the past, to achieve military 
weapons superiority second to none. But, as Professor Liv- 
ingston of Harvard so aptly pointed out when he testified 
before the Preparedness Investigating Subcommittee hearings, 
our present system of defense contracting does not encourage 
those forces in our industrial establishment to work... 

Ironically, Livingston pointed out, even in the controlled 
economy and industrial establishment of the Soviet ttaion 
great rewards were provided for success in scientific and 
technological areas, and; penalties for failure. The Russians 
know full well the virtue of the incentive system. If the 
futxire security of the united States depends upon its ability 
to develop in the shortest possible time modern weapons of 
destruction so as to deter our enemies from aggression, then 
we must make full use of the inherent characteristics of the 
American industrial system which give it vigor and strength." 

It should be emphasized that the remarks of Senator Saltonstall and 
Dr. Livingston are typical of suggestions, both in and out of government, for 
increasing contractor incentives . 

Contradictory trends in government procurement . — The spirit of the 
observations quoted above appears to have been reflected in a series of de- 
velopments within government itself. First, it seems evident that the Mili- 
tary Services themselves. are undertaking a fresh appraisal of the awesome 
technological problems thrust upon them by the Space Age. There is evidence, 
moreover, of a desire on the part of the Services to share increasingly with 
private Industry the technological and financial burdens thus created. 

General Quesada, newly appointed Administrator of The Federal Avia- 
tion Agency, bespoke this attitude in a recent speech in wl:U.ch he sviggested 
that industry and government must "start work immediately on working out some 
new concepts embracing the ways in which we reward industry's efforts for 
scientific and technological development of advanced weapons." The report of 
the hoc Committee on Research and Development of the U. S. Air Force 
Scientific Advisory Board— the Stever Report— emphasizes the same point in 
these words; "Contracting procedures should be changed to give contractors 
greater incentive to do research development work more effectively." m the 
legislative area the extension of the Renegotiation Act for a period of only 
six months— with the proviso that the process be subjected in the meantime 
to a searching Congressional stxidy- -would seem to offer further evidence of 
a new look by Congress at the whole question of providing incentives and re- 
moving disincentives to more efficient production of wax materiel. 
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Within the framework of the Armed Services Procurement Regulation 
itself we find within recent months substantial improvement in regulations 
relating to pricing poUcies for negotiated contracts and in the acquisition 
of contractors' proprietary technical know-how. This whole con^jlex of state- 
ments and action had encouraged us to believe that a new spirit was abroad in 
the whole area of government procurement. Unhappily, the dogged pursuit of 
this proposal for an across-the-board application of cost principles seems to 
us wholly inconsistent with the current emphasis on the new spirit described 
above and wo\ild, in our Jud®nent, represent a serious backward step. 

Let us turn now from the backgrotond of this proposal to a more de- 
tailed examination of specific questions which it involves. 

Considerations of Public Policy 

III the recent Industry-Department of Defense conference on this 
subject, related reference was made by government spokesmen to considerations 
of public policy, particxilarly as they dictated the disallowance of certain 
items of expense regarded by industry as normal costs of doing business . 
Although raised for the most part in connection with the discussion of spe- 
cific items of cost, we suggest that certain overriding considerations of 
public policy apply with even greater force to the question of the appllca- 
bility of contract cost principles with which this supplemental statement is 
primarily concerned. 

A reading of the Armed Services Procinrement Act (10 USC 2301 et. 
seq.) in conjimct ion with its principal administrative implementation, the 
Armed Services Procurement Regulation, makes the advertised bid method of 
public contracting a preferred method as an unmistakable matter of both 
legislative and administrative policy. Althou^ the statute deals with the 
point only by indirection, ASPS, we think, harmonizes completely and specif- 
ically with legislative intent in according the next order of priority in 
procurement preference to the firm, fixed-price contract. (Since the 
descending order of subsequent preference is well summarized in a quotation 
from Lt. Col. George Thompson, USAE, appearing at a later point in this 
statement, we shall not now dwell further on the matter.) 

In addition to these e:q>ress legislative and administrative prefer- 
ences of procurement policy, ASPR itself contains one further significant 
statement of general procijrement policy that deserves repetition in this con- 
nection; "it is the policy of the Department of Defense to procure supplies . 
and services from responsible sorarces at fair and reasonable prices, calcu- 
lated to result in the lowest viltimate over-all cost to the government . " 

We regard these propositions as nentral and fundamental policies 
of Defense procurement to which all other considerations of public policy— 
from whatever source drawn or imagined— must be subordinated. Moreover, we 
cannot believe that policy demands a broadened application of proposed cost 
principles if, as a result, "ultimate over-all cost to the government" is 
Increased. And this is precisely the resvilt we predict in that eventxiality. 

At the risk of repetition we cannot fail to add that the widespread 
and continxxing suggestions for the enhancement of private incentive in defense 
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work— to some of which we have referred briefly above— are not only entirely 
consistent with these basic policies of military procurement but would lead 
almost certainly, in our judgment, to- improved contract performance, an in- 
creased interest in defense production and a very considerable reduction in 
ultimate over-all cost to the government. 

The real issue to be decided.— The realities of the situation as v/ell 
as the evident concern of your staff with questions of public policy demand 
that the resolution of the question now ‘before you be based upon the broadest 
possible considerations of public policy. This being so, the issue to be de- 
cided may be stated very simply: Would the present proposal for application 

of contract cost principles in their present form to all types of negotiated 
contracts serve the public interest? 

We do not believe that it would. 

The Present Proposal 

In turning to the applicability of the proposal before you, we 
point out once more that we do not regard ASPR cost principles-^^in 
either their present or proposed form— as desirable or proper standards even 
for cost-reimbursement type contracts. 

The principal change in procxirement practice to be effected by 
adoption of the current proposal would consist in applying a revision of the 
present ASPR cost principles to fixed-price as well as cost -reimbursement type 
contracts. Having in mind the effect of the proposal's adoption upon the 
broad public policy question posed above, we should like to consider it in . 
terms of its essential nature, its effect on negotiated, fixed-price contracts, 
its use and effect in "cost-related areas," its effect upon normal business 
incentives, its effect on subcontracts, its effect on contract termination, 
and its effect upon the normal Incidents of contract negotiation. 

The nature of the proposal. — As a part of the colloquy on the sub- 
ject of applicability at the recent Pentagon conference, the observation was 
made that industry spokesmen were confusing the applicability of proposed cost 
principles with their content . We submit that one can no more consider the 
resTilts of applying this proposal without considering all four comers of 
the document than one coxild judge the worth of a horse without examining the 
beast. What, exactly, is the nature of this proposal? 

Althou^ the docviment here involved purports to be a statement of 
cost principles, it consists in fact of a relatively brief statement of 
principles followed by an extended and detailed specification of costs which 
are allowable or unallowable in certain contract situations . Es^erlence per- 
suades us that in a practical contmcting situation the statement of prin- 
ciples, such as it is, will be disregarded and the contract administrator 
will rely upon the specified list of allowable or unallowable costs . Moreover 
--and despite protestations to the contrary with which we shall deal later— 
the extent of allowability or unallowability of any item of contract expense 
identified in these "principles" would almost certainly be the same xmder 
either a cost-reimbursement or a fixed-price type contract. 
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We have reiterated these elementary propositions only because we 
re^rd them as fundsmental to any consideration of the applicability of the 
proposed cost principles. 


The proposal's effect on fixed-price contracts .— Ha- ving in T n^T 1 ti 
bhe basic **^^*ld unavoidable character of this proposal^ we reiterate an argu- 
ment which we have advanced repeatedly in the past that promulgation of a 
"comprehensive" set of cost principles applicable to both negotiated, fixed- 
price and cost-reimbursement type contracts will serve to convert fixed- 
price contracts— in one degree or another--lnto cost-reimbursement agreements. 
We regard this result as inevitable, both as a matter of logic and as a matter 
of e:q)erience. 


In their present form the proposed cost principles represent au 
artful piece of draftsmanship and an evident effort to respond to prior 
industry criticisms relating to the inevitable effects of an across-the-board 
application of cost principles. Specifically, the proposed, declares that 
cost principles are to be used ( 1 ) "for the determination of" reimbursable 
costs or cost-reimbursement type contracts, and ( 2 ) either (a) "as a basis 
for" the development and submission of cost data and price analyses in sup- 

port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu- 
ation of cost data" in retrospective pricing and settlement or "as a guide 
in the evaluation of cost data" in forward pricing. 

The excerpts from the regulation quoted above are, of coiarse, those 
phrases which go to the very heart of applicability of the proposed set of 
ccanprehensive cost principles. The distinction which the draftsman of this 
regulation has attempted to make between applicability of cost principles in 
cost-reimbursement and fixed-price contract sitiiations is an exceedingly nice 
one. We believe, nevertheless, that this distinction, however nicely drawn, 
will become a distinction without a difference in practice. 

A chronology of the process by which the present phraseology of 
applicability came into being may be instructive. When this proposal was 
first publicly mooted in Mr. Lloyd Mulit's letter of May 28, 1956 , the Insti- 
tute called attention to what we regarded as a b\illt-in weakness in the pro- 
posal— "... we urge that any generalization of contract cost principles be so 
framed and administered that it may not serve' as a deterrent to greater em- 
phasis on firm, fixed-price contracting." Doubtless, other industry associa- 
tions had the same concern. 

The September 10, 1957# draft of this proposal attempted — with 
somewhat less than complete success— to avoid this change by careful distinc- 
tion as between the proposal’s application to fixed-price contracts and cost- 
type contracts . Our comments of December 16, 1957# once again pointed to the 
impossibility of a distinction in practice. 

Apparently unsatisfied with this attanpt, as was industry. Pentagon 
draftsmen have tried once more with the greatest care and the utmost sincerity 
to overcome this problem in the language quoted above. We commend the effort. 
We cannot fail, however, to entertain grave doubts as to the manner in which 
this theory of differing applicability will be treated in actual procxirement 
practice. 
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Ihe almost inevitable obliteration of any distinction in actual 
i Q is illustrated oy a landmark decision of the Armed Services Board 
^^^rontract Appeads, the Swartzbau^ case. As you will recall, the question 
^ived a dispute over the interpretation of a contract price revision art- 
< ^le contracting officer sou^t to apply present cost principles . In 

It opiniou the Board said "in contradistinction to a cost -reimbursement con- 
t act Form IV of the Price Revision Article depends on negotiation and its 
eauei compromise. Under contracts calling for the reimbursement of costs 
it is appropriate to aiodlt in detail each expenditure and to test its allov- 
ability toy tohe standards of the statement of cost principles (ASPR, Section 
jrtrjT — Such a detailed audit is neither required nor desirable in price revi- 
sion...Ttoe statement of cost principles (ASPR, Section XV) upon which many of 
the disallowances were specifically based by contracting officers is not con- 
trolling in negotiations for revision of price." 


The case in question involved a redeterminable, fixed -price contract 
but the principle announced by the Board of Contract Appeals applies eq ua l l y 
to the negotiation of price londer any type of fixed-price contract. We be- 
lieve the philosophy of the Swartzbau^ case is entirely correct, but we 
think this philosophy would be largely destroyed by adoption of the proposal 
here vinder discussion, and The Pentagon's own past e:q)erience with the Muni- 
tions Board memorandton referred to above further convinces us of this result. 

The proposal's use in "cost-related areas" . --The case for an across- 
the-board application of contract cost principles appears to rest finally upon 
the proposition that such a standard is required for examination of "cost- 
related areas" under both fixed-price and cost-price contracts. A corollary 
proposition holds that a cost under a fixed-price contract is no different 
from a corresponding cost under a cost -type contract and that both should, 
therefore, be judged by reference to the same standard, i.e., a common or 
comprehensive set of cost principles. 

We think no one wovild argue seriously that there is any essential 
difference between an item of expense \mder a fixed-price contract and a simi- 
lar expense under a cost-type agreement, nor that the manufacturer incurring 
either cost must recover it in the selling price of his product. And to argue 
from this truism that both costs should, or must, be Judged by reference to 
the same standard seems eminently proper as^ a matter of pure theory. 

We are not, however, dealing with a theoretical exercise but a 
practical procurement situation. Let us consider the effects of the theory. 


Assuming a 10-per-cent fixed fee xinder a cost-type contract, this 
minor part of the whole price is the absolute limit of the contractor's risk 
and thus the limit of possible incentive. Conversely, a fixed-price contract, 
with no predetermined fee or profit, has a much wider area of risk for profit 
or loss and, loglcaJ-ly, a much greater degree of incentive to the contractor. 
Moreover, it is precisely because the range of incentive in the latter case is 
so much greater than in the first that fixed-price contracting is preferred as 
a natter of policy. 


This contrast goes to the very heart of our case against a compre- 
hensive set of cost principles just as the propositions recited above 
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constitute— as we understand it— the core of your staff's case +>,^4 
adoption. With the issue thus squarely joined let ua ^ ^ their 

what this proposal wotild do to contractor incentive, ^ moment 

It seems to us inevitable that reference tn 
p^nciples in pric^g or repricing fixed-price agreements +i 

reduce the area of risk and the incentive possibSitiea greatly 

Insofar as "cost-related areas" thereunder are subjected tn contracts, 
cost principles such contracts will have been effeetiwiv ° P^^Posed 
cost-type contracts-and price will be estabuS2 

Finally, we should like once again to noin+ «»+ ^ 

negotiations will degenerate into formula pricing at 
serious and responsible stxidents of the procurement wn ^^® 

immediate and drastic improvement in defuse control incStiJLr^'^^® 

already suggested,, both app licable law and regoiaii^reTOress "! i 

ence in defense contracting for firm, fixed-price f clear prefer- 

foaal adv=rtls-ent or direct negotiaS^T M LeSST f 

Of this preference has been wade by a leadlnir cnn+»-f^^°L statement 

follows; maae oy a leading contract pricing authority, as 

•’Our oJJactive then is to negotiate a contract type and 
price that inclvuies reasonable risk and -nr-ntH^o 

active pricing.” (lSersSlS^SS?)g“^ 

“PliMls upon «Sntl^o?Scl]JiJ\S^tiTO’^to^mL£t’'‘^'f 
Oeneral cSsada 

reimbursement tends to penalize the efficiL+^^ ^® of cost 

efficient producer. 55 Producer and to reward the In- 

oade It ae well aa Gen«ar5^5j5A^ one-although few have 

force the statement of our con^ction thit ^®^® ^®in- 

a built-in disincentive character^whlch^^ cost-rejnbursanent process has 

feired to aU flred-prlce co-t^ltrtp^'aSlo^ ' 

Used in BegotSt^ mSaw’pr?^^’’° 5 ”? Significance of Contract lypes 
No. 2, April- June, I958 ^ Federal Bar Journal . 

the Legion of Merit for his mi+i+o^id Col. Th^son was recently awarded 
curement, t standing contributions to Air Force Pro- 
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The Institute firmly believes that the presently proposed set of 
romorehensive cost principles should have no application to any t^e of fixed- 
^fice contract. As contrasted with the cost-reimbursement situation, the 
contractor binder a fixed-price contract must assume the risks associated with 
the price fixed prior to the incurrence of costs throu^ contract performance. 

If the contract price has been fixed at too low a level the contractor may 
suffer a loss which is not recoverable from the government. Under cost-' 
reimb\arsement contracting, on the other hand, the contractor faces no such 
problem. He will be reimbursed for contract costs incurred and, in most 
cases, will be paid a fixed-fee profit determined by formulas prescribed by 
ASPR. under such a contractual arrangement the contractor has little or no 
incentive for the most efficient and e3Q)editious contract performance. How- 
ever, in the fixed-price : area, when a contractor has no such profit ^arantee, 
contract performance must of necessity be both efficient and expeditious or 
any origina 3 Jy hoped-for profit will be completely consumed by costs. Thus, 
under fixed-price contracting, the contractor's incentives and his concurrent 
risks are maximized. 

The proposal's effect on subcontracts . —The meumer and degree in 
T^ch the pixjposed cost principles would apply to subcontracting are not en- 
tirely cleeur from the draft proposal. Nevertheless, its reference to "the 
use of cost principles and standards. . .in contracting and subcontracting" 

(Par. 15-101) clearly implies a fairly extensive application. 

In the vast majority of cases no privity of contract exists between 
a defense subcontractor or vendor and the government— a point, incidentally, 
upon which the government has frequently relied to its advantage in proceed- 
ings before the Armed Sei*vices Board of Contract Appeals. This being true, 
a cost-reimbursement prime contractor, bound personally by Section XV and with 
his costs examined by reference thereto, may be placed in the situation of hav- 
ing to justify the costs of a subcontractor over \diich neither he nor the 
government exercises any control* He mi^t as a result be required to absorb 
a subcontractor's disallowainces as well as iiis own. It seems to us also that 
an already overpowering and very costly apparatus of contract administration 
will be further enlarged and nornal commercial relationships between contrac- 
tors will be seriously disturbed. 

We urge, therefore, if the proposed contract cost principles in 
their present form are made a part of ASBR that they be amended specifically 
to exempt from their application all subcontracts which lack privity with the 
government. 

The proposal's effect on terminations.— In its present form the pro- 
posed set of contract cost principles would apply to the allowance and dis- 
allowance of costa in termination settlements. It would replace the considerably 
more liberal set of special termination cost principles presently fovmd in 
Section VIII of the Armed Services Procurement Regulation. 

It seems to us that this further evidence of insistence on rigid 
application of the proposed cost principles in all "cost affected" areas em- 
phasizes once again the spurious logic of applying them to all types of con- 
tract price negotiations in the first instance. As we have already suggested 
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In of the essentlal difference between fixed-price and cost- 

prtcrcontracting situations, we th^ the “4 unrestricted 

application of the proposed cost principles Is wholly Illusory, 


Rather obviously, a contractor Is in no way to blame for a decision 
to terminate its contract for the convenience of the government. The equities 
of the situation seem to us to demand a more Uberal treatment of accrued 
coats than would be permitted under this proposal, and the fact that cost 
principles now appearing in Section VIII of ASPR are, in fact, considerably 
TOre liberal would seem to indicate that this point has been recognize in 
the past. Moreover, no justification has been offered for a failure to con- 
tinue to recognize this. 


(fhe proposal's effect on the process of contract negotiations. — We 
have already voiced o\ar concern over the virtual certainty that adoption of 
the proposed set of comprehensive cost principles would convert many, if not 
most fixed-price contracts into simple cost-reimbursement agreements. We 
view is supported when one applies to the present proposal the 
acid test of a practical contracting situation. 

The contracting officer is directed by Section III, Part 8, of ASPR 
to prepeire some form of price aimilysis in every negotiated procurement. In 
the absence of competitively established prices available to the contracting 
officer, his fulfillment of this regulatory requirement customarily takes the 
form of a on the contractor or prospective contractor for a cost analy- 

sis of the proposed contract price. (This is borne out by the experience of 
capital goods mahuf actiirers who report an increasilng volume of demauads for 
cost data with respect to negotiated fixed-price procurement together with a 
concomitant increase in pre-contract audits of contractors' books and records.) 

It is understandable that, in many situations, the government will 
request pre-contract cost analyses. This is done on the basis that the con- 
tractor's costs are a factor to be considered together with many other fac- 
tors (ASPR 3-101) in determining a reasonable negotiated price. 

Two important questions, however, are raised immediately— questions 
which are made more critical by the proposal now before us. First, are costs 
as submitted by a fixed-price contractor in a pre-contract price analysis to 
be judged by the ordinary standards of business or by an arbitrary manual of 
cost allowance dis^lowance? Second, assisning a pre-contract audit, what 
form will that audit take and to what use would it be put? 

The first of these questions answers itself when one examines the 
present proposal. The second, relating to the form of a military audit report, 
has been described by one of toe members of the Navy panel of toe Armed 
Services Board of Contract Appeals as follows: 

"In other than cost -reimbursement contracts, the govem- 
meht audit report is merely advisory and ^nereLLly the 
form of the report clearly segregates, in separate col- 
\jmns, those costs which are accepted, those which are 
questioned, and those which are disallowed— so as to 
permit proper examination at the contracting officer and 
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Board levels in accordance with the cost principles 

applicable to the particular type of contract involved." 

(Underscoring supplied . )/2 

fh-i a statement makes clear that advisory audit reports on contractor- 
furnished data presently include an itemization of "unallowable" estimated 
costs. To what extent such "unallowability" is presently based on ASPR 
Section XV is not at all clear; if Section XV is now made directly applicable 
to fixed-price contracts there can be no question as to the soxirce of such 
"unallowability." Indeed, such advisory audit reports wovild probably serve, 
under a broadly applicable set of cost principles, as the basis for uni- 
lateral disallowance of ejqpense items now proscribed by the proposed draft 
of comprehensive cost principles. 

Faced with an "advisory" audit report based directly on a revised 
Section XV of ASPR— as here proposed — and which "advises" him that many of 
the contractor ' s costs are "xmallowable, " can we e:q)ect our hypothetical con- 
tracting officer to engage in the "exercise of sound Judgnent" which another 
section of ASPR (Part 8, Section III) demands of him? As a practical matter, 
we think his Judgment will have been stultified by this development. 

Thxxs, it seems to us that the fictional character of the distinction 
now sou^t to be drawn between the application of cost principles to fixed- 
price contracts and to cost-type contracts (see page 6, supra ) is amply il- 
lustrated. 

a iEhe proposal *s effect on the "All Costs" concept . — Just as we believe 
the adoption of this proposal would so circumscribe a contracting officer's 
area of discretion as substantially to deprive him of the exercise of any real 
Judgment in contract negotiations, so do we think it would Inevitably tend to 
make unallowable xinder fixed-price contracts certain unquestioned costs of 
doing business which are presently disallowed under cost-type contracts. 

Consider once again the "advisory" audit report to our hypothetical 
contracting officer who is directed by the regulation "to employ Section XV of 
ASPR as the basis for the evaluation of cost information, . .Whenever such in- 
formation beccmies a factor in pricing, repricing, etc .,..." This means, of 
course, that some thirty-odd specific elements of normal business cost are to 
be regsuded as unacceptable and are to be disregarded in arriving at a con- 
tract price. 

Ihe Institute has long objected to the arbitrary and categorical 
disallowahce vinder cost-type contracts of such items as advertising, selling 
expenses, etc. We have tho\i^t such rejection economically msound and, in 
the long run, unwise from the standpoint of both government and industry. To 
adopt the proposal for a comprehensive set of cost principles will compound 
the direct subsidy to the government — and the corresponding disadvantage to 
other customers of a government contractor — which such disallowance neces- 
seurily requires. 


17 Johji Green, "Costing and Pricing in Contract Appeals Procedures," 
?:VIXI Federal Bar Journal, No. 2 , April- June, I958, p. I89. 
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We repeat our suggestions of the past— which are set out in 
attachment to this letter— that, with minor exceptions dictated bv i w anfl 
JuMtc policy, those portions of aU legitimate Li rea“2Sf cSt^of^lna 
business properly allocable to government work should be reimbursed as nro^e? 
contract costs. We cannot but view with dismay a situation in 
principle is to be all but obliterated in government contract work. ^ 

^fic^Re comm e n ^ i ons as to Applicability o f the Present 

1. That_ the ^aft of comprehensive contract cost principles 

not be published in its proposed form. ir'rmcipxes 

2. That if the Department of Defense desires to pursue the 

^al of a broadly applicable set of cost principles tL+ 
it confine the publication of regulations in thf P?ea 
principles alone, as suggested on pages U and 12 of otir 
letter of December I6, 1957, copy attached. ^ 

^ principles in the approximate form 

proposal is to be published, that certain snecifln 
be mede to tte apiaicabillty, ae summarlled^! 

specifically 

f advertised contracts, (2) Si 

contracts, (3) aU subcontracts 
involving privity with the 
government, and (4) contract terminations. (As 
a coronary we recommend that cost principles now 
appe^lng in Section VIII of ASER be^retadned fPP 
application to contract termination •) 

That as to aU other types of fixed-price contracts 

(enumerated in Paragraphs^ ' 

15-100. through 15-203 of the proposed draft) ardis- 

SSteSP portion of; the draft wW.ch is 

?4 ^ ^ *^®^owanoes (l5-20i^ 

Itlnciples and Standards") be made 
Q>ppllcable to such contracts# 

Application o f Principles and 

comprehensive cost prlSipleS°treateen+^®^^®^^4 proposed 
it unnecessary to reiterate at specific items of cost. We think 

statements and, with that m-i arguments already advanced in prior 

statement o?14cSSr^^ attaching an extra copy of oSr"^ 

made by yoIS staS^^in^^he'^SS+^v®® ®J-S“i^icant improvements which have been 
prlnciplS, larticuSrS if proposed cost 

and development, and the allof ^ J executive compensation, research 

, m the allowance of overtime costs. Important as those 
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3. 


That_ the ^aft of comprehensive contract cost principles 
not be published in its proposed form. i^rincipaes 

That if the Department of Defense desires to pursue the 
^al of a broadly applicable set of cost prinSSSs tLt 
it confine the publication of regulations in thf!?ea 
prtoclples alone, as suggested on pages 11 and 12 of our 
letter of December I6, I957, copy attached. ^ 

^t if a set of cost principles in the approximate form 
of this proposal is to be published, that certain sneelfi^* 
e^lon. be mde to Its applicability, aa aun^JlS be- 

(a) pat contract cost principles be specificallv 

i^^cable to (1) advertlaed contractar^lS^ 

exee-tyfc +hrt contracts, (3) all subcontracts 

involving privity with the 
govemmpt, and ( 4 ) contract terminations. (As 
a coroUary we recommend that cost principles now 
^“Section VIII of ASPR be retained for 

application to contract termination.) 

fixed-price contracts, 

f? (enumerated in Paragraphs 

15-100 through 15-203 of the proposed draft) ardis- 
tingaiped ftrom that portion of ; the draft wMch is 
a^owances and disaUowances (l5-2o4 
Principles and Standards’’) be made 
applicable to such contracts. 

plication of Pri nciples and Standards 

cc^prehenslIS lu the past be the proposed 

It umeoessary “r^^emwt 

statements and, with that in win argents already advanced in prioi 
statement of DecSSr^^ ^95?^ ' attaching an extra copy of our 

inade by yoS staS“L^?hr£rtemSr ippvements which have been 

principles, particularly in such revision of the proposed cost 

and development, and the allowance ^.s e^cutive compensation, research 
y i^e allowance of overtime costs. Important as those 
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Honorable Perkins McGuire 


improvements are, we continue to believe that if the Department of Defense 
deems it essential to publish a set of cost 'principles in substantially the 
form here proposed, then its trea'tment of specific items of cost sho\ild be 
further liberalized in accordance with prior recommendations in the attached 
statement. 

We should like once again to thank you, your staff, and your 
associates for your courtesy, your patience, your understanding, and your 
obvious personal concern with the resolution of this most important question. 
May I assxnre you again of the Institute's desire to cooperate in any way 
possible. 


Respectfully yours, 



CWS:mo 

Enclosure 



BRAFP 

9 Dec 58/JMH 

COST PRINCIPLE FOR RESEARCH AND BEmOFMaJT 

1. Basic researdi, for the purpose of this regulation. Is that 

of reaeardi which is directed toward increase of knowledge In science* In 
such research, ^e priraazy aim of the investigator is a ftiUer knowledge 
or understanding of the subject under study^ rather than any practical 
applicaticm hereof* Applied researd), for the purpose of this regulation, 
consists of that type of effoz*t diidi (1) normally follows basic research, 
but may iu>t be severable from the related basic research, (2) represents 
efforts to determine md eiepand the potentialities of new scientific dis- 
coveries, and techniques, and (3) represents efforts to ''advice the state 
of the art." Applied research does not include any such efforts when their 
principal aim is the design, development, or test of specific articles or 
services to be offered for sale, which are within the definition of the tenn 
development as hereinafter provided. 

2. Development is the systematic use of scientific knowledge which 
is directed toward the production of, or ii^rovements in, useful products 
to meet specific perfoxmance requirffinents, but exclusive of manufacturing 
and production engineering. 

3. A contractor's independent research and development is that 
resear<^ and development whicdi is not spoxisored by a contract, grant, or 
other arrang«B«it. 

U. A contractor's costs of Independent research as defined in (1) 
end (3) above shall be allowable as indirect c<»t8 (subject to paragraph (8) 
below), provided they are allocated to all work of the contractor. 
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Department of Defense Instruction 


SUBJECT Treatment of Deprecia on on Emergency Facilities Covered by 
Certificates of Necessity for Contract Pricing Purposes 


I. PDHPOSB 


The purpose of this Instruction is to restate amand Departaent 
of Defense ii^lenentation of Defense Mobilization Order No. HI-1 
(former DMO-U), Amendment 1, issued by the Acting Director of 
Defense Mob iliz ation^ effective 21 July 1952» as amand^ by Amend* 
ment 2, issued by the Director of Defense Mobilization, effective 
10 May 19$ht with respect to the extent to vhich accelerated amorti- 
zation nay be allowed as a cost in negotiated contract pricing. The 
pertinent paragraphs of this amended order read as follows t 

“6, For the purpose of cost computations in negotiated contract 
pricing, true depreciation, which includes any extraordinary 
obsolescence reasonably assignable to the emergency period, 
is allowable. Any accelerated amortization of depreciation 
which is in excess of true depreciation, regardless of 
whether suoh excess is included in tax amortization cez^if- 
icates, is not allowable as an element of cost in negotiated 
contract pricing. 


"?• It is recognized that cost determination in negotiated 
contract pricing is a function of the parocurement agency 
concerned. With respect to facilities to be used in the 
performance of negotiated contracts for which certificates 
have been or will be Issued, the procnrement agencies con- 
cerned wUl, to the extent required for the purpose of coat 
con^)tttationa in conneotion with the negotiation of contract 
prices, have the responsibility for determining true depre- 
ciation. The Office of Defense Mobilization will, on 
request, furnish tlw procurement agency concerned with such 
information as it has or is readily available to it which 
is pertinent to the determination of true depreciation." 

II. APPLICABILITr 


A. The principles and procedures set forth in this instruction 
applicable in the consideration of costs for purposes of 
pricing or repricing of all negotiated contracts of the Departments 
of the Army , Navy, and Air Force, the performance of which requires 
the use of emergency faciUties. The term "negotiated contracts", 
as ^ed herein, means all contracts, other than those awarded pursuant 
to f oimal advertising, in which costa are a factor in contract pricing; 


it includds eo8t>reijs^ursement>t7pe contraots^ contracts containing 
nriee redaterninatioa clauses > incentiTe-type contracts « and fixed- 
nrice contracts where estiaated costs are used in negotiating fii» 
nrices# The term "negotiated contracts", as used herein, also covers 
subcontracts of the same types as prime contracts to the extent that 
the policies of the respective unitary departments make their repre- 
sentatives responsible for the approval or disapproval of prices or 
costs of such subcontracts*. With respect to subcontracts tuider nego- 
tiated prime contracts the procurement agency ooxieemed shall have no 
greater respoxisibility than heretofore* 



B* These principles and procedures shall be applicable to all 
negotiated contracts placed after the effective date hereof and to 
all negotiated contracts (including letters of intent) at 

that date where firm prices have not been fi n a l ly determined or rede- 
termined and to all existing cost-reimbursement-type contracts not 
conpleted at that date except as to predetermined overhead rates or 
fixed amounts of overhead which have finally been agreed upon for 
particular periods* 


TTT . BASIC PRINCIPLES 

A* As indicated by IHO-U, Amendment 1, "for the purpose of cost 
eoaputations in negotiated contract pricing, true depreciation which 
extraordinary obsolescence reasonably assignable to the emer- 
gency period, is allowable* Asy accelerated amortization of emergency 
facilities which is in excess of true depreciation, regardless of whether 
such excess is included in tax amortization certificates, is not allow- 
able as an element of cost in negotiated contract pricing*" 



B* The meaning of the term "true depreciation" shall conform to 
the generally accepted concept of depreciation accounting which may be 
de fi ned as follows t A system of accounting which aims to distribute 
to the cost of operations, the cost of ci^ital assets calculated to have 
expired for jny accounting p^iod due to such causes as wear and tear, 
action of the elements, and prospective inadequacy or obsolescence* 
Obsolescence of facilities may be brought about by reduced econoaie 
utility of facilities without loss of productive utility, such as by 
technological changes affectixig the demazid for the products of an indus- 
try, as well as by changes affecting the economic use of individual 
machines* Special requirements for relocation of facilities may also 
result in obsolescence* 

C* Obsolescence of emergency facilities due to prospective loss 
of economic utility after the emergency period is a special hazard in 
some industries* However, in some cases possible overcapacity in an 
industry is really represented in pre-existing facilities which are in 
fact obsolete; in such cases the new facilities may be expected to dis- 
place the old facilities after the emergency, and it may not be said 
necessarily that there is extraordinary obsolescence applicable to the 
new facilities dur1.ng the emergency period* In cases where the 
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Introduction of emergency facilities msy cause prospective obsolescence 
of existing -facilities after the emergency period (when such existing 
facilities are not already obsolete^ in fact), true depreciation for 
emergency facilities should not include allowances for prospective 
extraordinary obsolescence of the existing facilities; however, in 
such cases extraordinary obsolescence e^plic^le to the existing 
facilities, when used in military production, should be considered 
separately to the extent appropriate in the circumstances* 

D* In the case of emergency facilities covered by Certificates 
of Necesslly, for the purpose of depreciation cooqputations in contract 
pzdeing, an arbitrary assignment of five years from date of completion 
of construction or acqtilsition of the respective facilities shall be 
made as representing the period of the emergency* The entire cost of 
such facilities first shall be fadLrly apportioned as between the emer« 
gency period and the post-emergency period; secondly, the portion of 
the cost of such facilities assigned to the emergency period shall be 
prorated over the fiscal periods thereof for purposes of determining 
overhead costs in any fiscal period to be allocated to the cost of 
performance of defense or other contracts* 

£« The allocation of the cost of facilities as between the ener- 
geney period and. post-emergency period shall be msule with consideration 
of the followings 

1* The estimated prospective post-^nergen^ usefulness 
of the facilities in number of years of iLseful productive 
life* Consideration should be given to the post-emergency 
use (both civilian and military) which it is expected the 
facilities will have* In this connection, the character of 
the eaqjected post-emergency use may be different than tha 
emergency^period use* * 

2* The additional costs of special-construction features 
of the facilities fairly assignable exclusively to defense 
requirements* 

3* Subject to the application of the principles outlined 
herein, consideration shall be given to the portion of the cost 
of emergency facilities certified for amortization plus so- 
called nonnal depreciation for tax purposes during the emer- 
gency period on the uncertified portion of the cost of such 
facilities* (See particularly paragraphs F and G of this 
section*) 

U* The nonnal peacetime life of facilities having a 
nonnal peacetime utility. If Bulletin ? of the Bxireau of 
Internal Revenue is used in connection herewith, care must 
be exercised in its use, as its data may not be typical of 
any specific contractor or industzy, especially in the 
emergency period. 
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It must be enphasized that this is a process of cost allocation 
which does not contenplate an ^praisal of the resale value (other 
than residual salvage value) or replacement cost of emergency 
facilitlsa at the end of the emergency period. Potential “use 
value" to the particular contractor concerned after the emergency 
period should be the primary basis on which loss of economic use- 
fulness > and therefore true depreciation^ is determined, 

F, Certificates of Necessity have been issued in some cases 
providing for the amortization of emergency facilities for tax pur- 
poses during- the emergency period in amounts in excess of true 
depreciation. It is also possible that Certificates of Necessity 
may have been issued in isolated cases providing for the amortization 
of emergency facilities for tecc purposes in amounts less than tz^e 
depreciation. Such variances may be attributable to the granting of 
other incentives than true depreciation, or to the practice of 
following industry-wide pattema of certification without reference 
to true depreciation in specific cases. The excess of tax amorti- 
zation over estimated true depreciation shall not be allowable as a 
cost for the purpose of pricing negotiated contracts, either directly 
or indirectly as a factor of "contingencies" or profit allowance, 

G, It is the intent of this instzuctlon to give contractors a 
reasonable and properly allocable allowance to cover the estimated 
loss of economic usefulness of their emergen^ facilities in produc- 
tion under defense contracts. The procedures for determining such 
allowances must be such as will e:q>edite detezninationi this requires 
avoidance of an impossible perfectionism. There is no Intent to 
limit the cost allowance to depreciation that would be allowable for 
income tax pu^oses if there were no Certificates of Necessity, nor 
to necessarily require that the allowance be below tax amortization 
covered by certificates. Each case must be Judged on its merits in 
the light of these principles. If the result obtained by the appli- 
cation of the principles outlined herein indicates substantial Jus- 
tification of the total amount of amortization and depreciation 
allowable for tax purposes during the emergen^ period, as a reason- 
able measure of true depreciation, such amount shall be accepted, 
without adjustment, as true depreciation. In those Isolated cases 
where substantial Justification can be shown for a larger amount of 
true depreciation than the total amount of amortization and depre- 
ciation allowable for tax purposes during the emergency period, the 
larger amount shall be allowable as a cost for purposes of contract 
pricing, 

H, Contract pricing for the post- emergency period will be based 
upon allowing as a cost, depreciation on emergency facilities, com- 
puted by allocating the undepreciated cost of such facilities at the 
end of the emergency period (cost less true depreciation for that 
period) over the estimated remaining life of the facilities. 
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17, procedures 


A* Cost determination in negotiated contract pricing is a 
function of the procurement agency concerned. With respect to emer» 
gency facilities used in the performance of negotiated contracts 
for vhich Certificates of Necessi^ have been or will be issued, 
the procurement agency concerned shall be solely responsible for 
estimates of such depreciation for contract pricing purposes in the 
light of the principles set forth herein* .The Office of Defense 
Mobilization will, on request, furnish the procurement agency con- 
cerned with such information as it has or is readily available to it 
which is pertinent to the determination of true depreciation — such 
requests should be held to a minimum* 


B* In order to etxpedlte administration of the determination of 
true depreciation for the emergency period for a specific contractor, 
it will be appropriate to make over-all determinations of true depre- 
ciation of emergency facilities covered by Certificates of Necessity 
on a plant-wide or product-wide basis of classification of such 
facilities by such groupiiags as may be appropriate in consideration 
of general similarity of the facilities from the standpoint of length 
of useful productive life* 


C* In the case of contracts to which this instruction is appli- 
cable which are in force at the effective date of this instruction, 
price redetexminations, cost-incentive adjustments, and cost reim- 
bursements may continue to be made in accordance with the pricing 
formula established in the initial pricing negotiations, provided the 
contractors are agreeable, and provided there is no evidence that the 
contractor has been allowed more than true depreciation in pricing, 
either directly or indirectly* VJhen costs of such contracts are 
redetermined in the light of the principles set forth herein, con- 
sideration shall be given to possible rede termination of the entire 
allowable costs and profit (or fees), as pricing factors, to the 
extent required to avoid excessive or duplicate allowances in costs 
or profits for such true depreciation* Allowances for contingencies 
and profits in initial price negotiations in some cases may have 
included indirect allowances for the excess of true depreciation or 
tax amortization over normal depreciation^ in such cases no more 
shotild be allowed in total pricing for this factor than true depre- 
ciation. 


D* Contractors shall be required to set forth to the authorized 
representatives of the procurement agencies^ all the pertinent facts 
having a bearing on estimates of true depreciation together with their 
evaluation thereof* Such authorized representatives of the procure- 
ment agencies will be expected to exercise reasonable judgment in 
their review and evaluation of the facts in arriving at estimates of 
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true depreciation, in iiie light of the basic principles set forth herein, 
recognizing the in?)ossibility of having absolutely demonstrable proof of 
the conclusions reached. 

E. Where the emergency facilities of any contractor at one plant 
or at one general location are used in the perfoiwance of contracts for 
more than one of the militaiy departm^ts, one of these departments shall 
make determinations of true depreciation binding upon each other department. 
The responsiW.e department s ha l l be the one, if any, having plant cognizance 
procurement assignment} in the absence of such assignment the responsible 
department shall be the one, if any, having single«>service audit responsi- 
bilil^} otherwise the responsible department shall, be the one having the 
largest interest in effecting curirent procurement at the time of the 
detexmination. Similarly, each military department shall be responsible 
for delegating responsibility therein in a manner to avoid diq>lieations in 
determinations of true depreciation within that department. 

F. The f oUowing additional procedure is applicable to Emergency 
Facilities covered by Certificates of Necessity issued after 1 July 19$ht 

"Whenever a major portion of the cost of facilities in sub- 
stantial amount is to be reimbursed to a contraotor as an • 
element of product prices during a relatively short period, 
it will be expected in appropriate eases that consideration 
will be given in negotiation to protecting, by appropriate 
agreement, the Government’s interest in the continued avail- 
ability of the facilities for Defense use." 

CAHCgr.TATiON 

Ibis Instruction cancels Department of Defense Directive liI05.3l}, dated 
10 December 1952, and Department of Defense Directive Transmittal 5U*>1(3, 
dated jO April 195U. 

IMPLafflNTmON 

Such iiqplementing regulations, directives, or Instructions as may be 
necessaty shall be Issued within each military department, copies 
shall be furnished to the Assistant Secretary of Defense (Cosptroller) 

' and the Assistant Secretary of Defense (Supply k Logistics) within forty- 
* five (li5) days from date hereof. 

EFFECTI7E D ATS 

This instruction is effective on the day of issuance. 




Assistant Secretary of Defense 
(Supply and Logistics) 
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QFFICS OF THE ASSISCANT SECREZAR7 OF DEFBESB 


Si;qpply and Logistics 


Septeaiber 7# i 960 


Sear Adsdral Bo 7 let 

Your letter of 8 Joly asks for our response to nine ^eelflc gnestlons 
relating to the application of ASER 15-205.35# covering alloTOhlUty of a 
contractor's Ind^endeht research and developnsnt costs^ In light of . the 
provisions of ASPR I 5 -IO 7 shlch provides for an advance understanding on 
particular coot Items (including research and development), and DOD Instruc- 
tion UO 5.52 vhlch provides for uniform negotiation of sui^ costs estab- 
lishes an Armed Services Research Specialists Committee to provide scientific 
and technical advice In connection with the negotiation. 

At the outset a brief analysis of the documents cited may facilitate 
an understanding of the problem. 

ASPH 15 — 205.35 allows a contractor's Independen't research develop- 
ment e^g^nses on the basis specifically described. It Indicates that ad- 
vance understandings are particularly laportan* with contractors whose 
work Is pondomlnantly or substantially with the Gov ern ment. General guide- 
lines as iio the reaso^nahleness of this cost Item are Included and several 
altem atly e technlg^s are provided for use In those situations where It 
Is determined that the cost Is unreasonable and, hence, the Government 
should not bear Its full allocable share of the total research xtrogram. 

DOD Instruction 4105.52 makes provision for the negotiation of con- 
tractors' Independent research and development costs by a single military 
department idien (1) the reseaareh and development costs are substantial, 

V^) ® substantial portion of the eontraotor's business Is with the Depart- 
Mnt of Defense, and (ill) the contractor's defense work Involves contracts 
with more t han one milita r y department. The Instrtactlon also establishes 
the Armed Services Research Socialists Committee and assigns to the Com- 
mlttee the mission of providing, when requested, advice to the sponsoring 
department on the scientific and technical factors i*lch Influence the 
extent to which the Independent program should be si^ported. 

Kow we will respond to your specific questloxu^. 

Q»®®tton 1 presumes that the Armed Services Research Specialists 
Conalttee will negotiate advance understandings. As stated above, the 
nego tiations of research costs will be undertaken by the military depait- 
ments Mther than by the Research Specialists Conndttee. While the recom- 
mendations of the ASRSC win necessarily be advisory In nature, they will, 
nevertheless, be given great weight by the military departments. 


The second portion of the qnestion has to do ^th whether the nego- 
tiation procedures are availahle (a) to any contractor who desires to 
recover research and development expenses, or (h) idio also does business 
with more than one department. It will not be necessary for all contractors 
who desire recovery of Independent research and development expense to be 
considered under the procedures established by DGO Instruction 4105.52. 

Thta, where a small amount of cost is involved, either because of the size 
of the research and development program or dtxe to the minor amount of defense 
contracts, or ^ere a contractor is dealing only with one Department, it will 
usually not be feasible to utilize the centralized negotiation procedure. 
However, a contractor who is dealing with more one military department 
Mdwho particularly desires to negotiate a centralized advance understanding, 
notwithstanding the amount of cost involved, will be acconanodated to the 
^nt ^t the current workload will permit. A conta^ctor who is dealing 
with only one department, but with several different activities within the 
^ depa^nt, may request a centraUzed negotiation within the department, 
the results of idiich will be used throughout the depaitment. 


2. This ^^lestion asks whether the dol Tar volume of contracting deter- 
mines \*ether a contractor will negotiate centrally and inquires if there 
»e adtttlonal factors which suggest the need for such negotiation. The dol- 
lar vdLume of contracting, as such, is not significant; however, the amount 
or independent research and development expense allocable to defense work is 
an important criterion. Additional factors are idxether a substantial portion 
of the wntractor»s business is with the Department of Defense and whether ^ 

j ® TOntractor s defense work Involves contracts with more than one mtlitaa 
oepartinente 


. 3 * This ques'Uon asks if contractors ;dio will participate in the 
centralized negotiation of research and development expense will be limited 
■ . negotiate final overhead rates on a centralized basis. The 

eento^zed negotiation of research and development expense will not be 
restricted to those who centrally negotiate final overhead rates. Advance 
understandings reached by the research and development negotiators will of 
course be utilized during the negotialdon of final overhead rates. 


4. This question asks the role that Government scientific and technl- 
win play in n^otlating advance understandings in the research 
area. The Armed Services Research Sjpecialists Committee win 
revlew> when reqxzested by the negotiator representing the sponsoring depart- 

development programs of defense contractors 
and win ^termlne whether there has been an adequate segregation between the 
ind^ ende nt research and the ind^endent development programs. Additionally, 
the ccaanlttee win report and make recommendations directly to the sponsoring 
d^ar^nt on the scientific and technical factors affecting the basis or 
ej^nt to which a contractor »s Independent research and development program 

la carrying out its responslbintles, the committee 
wijj. utilize, where appropriate, the services of other research speciansts. 
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5* This q^iestloQ a;^s “tdiether the sdlitaxy departments 'nlll ’'control** 
a contractor's Independent research and development program. Otxr approach 
Is concerned only vlth the problem of cost allovahlUty and not "control." 
When the cost of a contractor's Independent research and development program 
is found to he "reasonable"^ there Is no question of "control" Involved. Of 
course^ tdien a determination Is made that a contractor's proposed program Is 
not reasonable and^ hence^ the full allocable portion ulU not be alloired, 
there Is a measure of control being exercised. This type of control^ hovever^ 
Is oriented toward the relmibursement of costs under Defense contracts. Any 
contractor Is obviously firee to pursue any type or level of research at his 
own eo^ense. The provision maMi]g Independent development costs allowable 
only on the basis of a showing of relationship of such costs to the product 
lines for tdiich the Giovemment has contracts ml^t be considered a type of 
control. However^ broad control of the contractor's Indepexidenb research 
and development program Is not Intended. 

6. ' This question asks If a distinction will be made between contractors 
idtose business Is primarily commercial as against those whose business Is 
primarily Government. The mdLx of Government commercial business Is an 
Ixopartant consideration In connection with the evaluation of many elements 
of cost and will be particularly so In connection with research ft'nd develop* 
ment costs. We have found It necessary to scrutinize costs with more care 
In connection with contractors whose work Is predomLnantly or substantially 
with the Government. However^ the same tests of reasonableness will be 
applied In each Instance and the mix of govesnment .commercial business 
will not^ per se^ control the final result. 

7 and 8. These questions concern themselves with the use of cost 
sharing fo rmulae and request clarification as to 'fdiether cost sharing Is 
appropriate unless there has been a prellmLnary finding that the over*all cost 
Is unreasonable. It Is our view that a •t wrt nn-ry a- f nn of unreasonable* 
xiess should generally precede the use of cost sharing methods. In the event 
a contractor's btislness Is substantially commearclal^ It Is expected that the 
pro rata amount of research and development esqpense allocated to commercial 
business will act as a deterrent to the Inc urri ng of unreasonable or unneces* 
saxy costs. In such Instances a cost sharing arrangement will not normally 
be necessary or desirable. Eowever^ in those Instances where a contractor's 
business Is primarily with the Government ftwA the contractor's research and 
development program Is so substantial ae to appear to be a in 

amount^ It may be desirable to enter Izito a cost sharing arrangement Ih order 
to provide a motivation for more efficient acconpUshment of the program. 

9 « This .q;aestlon asks idiether further guidelines will be issued to 
contracting officers setting forth tests of reasonableness or other criteria 
for the recognition of research and developmenb costs. While we do not now 
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Sopplgr and Logistics 


Septeaber 1, i 960 


Dear AdnlraL Boylet 

roar letter of 8 July asks for oar response to nine specific qiiestions 
relating to the application of ASPR 15-205. 35# covering alloaablllty of a 
costraetcr's independent research and developnent costs, la light of the 
prorlsiona of ASPR 15 -IOT shlch provides for an advance tinderstanding on 
particular cost Items (i nclu ding research and development), DOD Instruc- 
tion 4105.52 vhlch provides for uniform negotiation of such costs estab- 
lishes an Armed Services Research Specialists Conoittee to provide scientific 
and te chnic al advice la conneetioa vlth the negotiation. 

At the outset a brief analysis of the doctmsnta cited maar facilitate 
an understanding of the prohleau 

ASPR 15-205*35 allows a contractor's independent research develop- 
ment ea^nses on the basia specifically described. It ixmlicatea that ad- 
vance understandings are particularly Iqportaxit with contractors vhoae 
voa^ is poredomLnantly or substantially with the Government. General guide- 
lines as to the reasonableness of this cost item are included and several 
altem atiy e techniq^s are provided for tise in those situations where it 
is determined that the coat is unreasonaSile and, hence, the Govemaent 
should not bear its full allocable share of the total research program. 

DOD Instruction ^105*52 makes provision for the negotiation of con- 
tra ctws * indepe^nt research and develqpasnt costs by a single military 
department when (l) the research and development costa are substantial, 

® substantial portion of the contractor's business is with the Depart- 
ment of Defense, and (ill) the contraotor's defense work involves contracts 
with more than one m il i ta r y department. The LMtructlon also establishes 
the Aimed wu* vices Research S^edallsta Committee assigns to the Com* 
mit tee the mission of providing, when reqxiested, advice to the sponsoring 
department on the sclentifie and technical factors ^Alch influence the 
extent to which the indepradent progrM should be sipported. 

Row we will respond to yo u r specific questions. 

1. Question 1 presumes that the Armed Services Research £^peclalists 
CoBBlttee will negotiate advance understandings. As stated above, the 
nego tiations of research costs will be undertaken by the military depart- 
ments rather than by the Research Specialists CoioBittee. While the recom- 
mend^ions of the ASRSC will necessarily be advisory in nature, they will, 
nevertheless, be given great weight by the milltcu^ departments. 


The second portion of the question has to do ^th ufaether the nego- 
tiation procedures are a^ailahle (a) to an 7 contractor ufao desires to 
recover research and development e:q>ensea, or (h) uho also does business 
with more than one department* It will not be necessary for all contractors 
who desire recovery of Independent research and development «q)ense to be 
considered under the procedures established by DQD Instruction Jfl05.52. 

Thus, where a small amomt of cost Is Involved, either because of the kze 
of the research and development program or due to the minor aacunt of defense 
cont^ts, or where a contractor Is dealing only with one Department, It win 
usua^ not be feasible to utilize the centralized negotiation procedtire. 
Howew, a cont^tor who Is dealing with more than one military department 
andjiho partlcul^ly desires to negotiate a centraUzed advance understanding, 
notwi^ta^^ the amount of cost Involved, will be accomnodated to the 
^ent that the current workload will permit. A contractor who la dealing 
with only one department, but with several different activities within tS 
one department, m^ request a centralized negotiation within the department, 
the results of which will be used throu^out the department. * 

5^® qjiestlon asks whether the dollar volume of contracting deter- 

negotiate centrally and Inquires If there 
^ suggest the need for such negotiation. The dol- 

as such. Is not significant; however, the amount 
JZ reseajTch and develqpnent expense allocable to defense work 

crit^on. Additional factors are ^diether a substantial pari ^ 
wntractor a business Is with the Department of Defense and whether 
^^con^tor»8 defense work Involves contracts with more than one military 


q^stton asks If contractors who will participate In the 
negotiation of research and development expense will be limited 
xiegotlate final overhead rates on a centralized basis. The 
centrallz^ negotiation of research and develqpment e^qpense will not be 

negotiate final overhead rates. Advance 
understandings reached, hy the research and developinent negotiators vlll of 
course be utilized during the negotlatton of flnS overbad rates. 

h. This q^stion asks the role that Government scientific and technl- 

negotiating advance understandings In the research 
^^^e^pmeat »ea. ^ Armed Services Research Specialists Committee will 

^ ^ negotiator representing the sponsoring depart- 
research and development programs of defense co^^tors 
andwlU^termlne Jhel^ there has been an adequate segregation between the 

development programs. Additionally, 
the cutM lttee will report and make recommendations directly to the snonsoring 
M th. ,cl«tms teohMcl affeeSJg 

if ® independent research and develpprmnt program 

^ carrying out its re^nslbllltles, the comndttee 
will utilize, where appropriate, the services of other research specialists,'^ 
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5* Biia question asks fliiether the intlitarjr depeurtaaenta Trf.lL "control" 
a contractor *8 Independent research and development program. Our approach 
Is concerned only vlth the problem of cost aHorobllity and not "control." 
When the coat of a contractor »s Independent research and developasnt proi*am 
Is found to be "reasonable", there is no question of "control" involved. Of 
course, uhen a deteradnatlon is made that a contractor's proposed program is 
not reasonable and, hence, the full allocable portion uiH not be allowed, 
there is a measure of control being exercised. This type of control, however, 
is oriented toward the reimbursement of costs under Defense contracts. Any 
contractor is obviously ftree to pursue any type or level of research at his 
own expense. The provision making independent development costs allowable 
o^ on the basis of a showing of relationship of such costs to the product 
llxies for w hich the CSovemment has contracts Mg h-fc be considered a type of 
control. However, broad control of the contractor's Ind^ndent research 
ejaX dfirelppxDexrt program Is not intexiided* 

^ question asks if a distinction will be mde between contractors 

^se business Is primarily commercial as against those whose business la 
p r i maril y Government. The mix of Government and coomerelal business is an 
important consideration in conneotlpn with the evaluation of many elements 
of c ost and will be particularly so In coxuaectioa with research and develop- 
smnt costs. WSs have foui^ It necessary to scrutinize costs with more care 

whose work Is predominantly or suhstcuxtlally 
With the Government. However, the same tests of reasonableness will be 
2 ^ed in each instance and the mU of government and commercial business 
will not, per se, control the final result. 

7 and 8. These questions concern themselves with the use of cost 
sharing foraailae and request clarification as to -Aether cost sharing is 
appropriate ^ess there has been a prelimlnaty finding that the over-all cost 
la unr^whle. It Is our view that a preliminary decision of unreasonahle- 
ness^^ould gen«rally precede the use of cost sharing methods. In the event 
a contactor's business is substantially coanasrcial, it is expected that the 
»ta snmnt resewch and development e^^enae allocated to comnarclal 
^ness will act as a deterrent to the incurring of unreasonable or unaeces- 
costs. In 8U(^ instances a cost sharing arrangement will not noramllr 
<3«8^ble. However, in those instances where a contractor's 
busl^ss ^ prlffisrily with the Government and the contractor's research wryl 
devd^pmert program is so substantial as to appear to be tnareasonable in 
amoua^lt may be desirable to enter into a cost sharing arrangement in order 
to provide a motivation for more efficient acconpUahment of^ program. 

further gutdeUnes will be Issued to 
forth tests of reasonableness or other criteria 
for the recognltloa of research and development costs. While we do not now 
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antielpat* that further direction ulll be necesscoy from tbla level, 
e:^erlene« In operation nay dictate otherwise. In addition, the military 
departaeats '■ill Issue such 1mpl«nentlng Instructions of a procedural nature 
as are necessary to operate the system viilch has been es-tabllshed. 

Sincerely yours^ 

/V 

a. c. BAni9ERi«ur 

Director for Procurement Policy 

Bear Admiral Jas. D* Boyle, tJSB (Bet) 
national Securl-ty Industrial Association, Inc. 

HOT - 19 th Street, B. W. 
fbshlnston 6, 0. C. 
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Proposed Amendments to Draft Dated 10 September 195? 

SECTION ly 

CONTHACT COST PRINCIPLES 

15-OOQ Scope of Section . This Section contains general cost principles 
and standards for use in connection with (i) the- determination of historical 
costs, (il) the preparation and presentation of cost estimates by prospectlre 
contractors, contractors ^ subcontractora^ in negotiated procurement and in 
termination for convenience of the Government, and (ill) the audit of cost - 
in the negotiation and admlijlstration of contracts, and (Iv) the evaluation 
of cost data in procurement and contract administration. 

Part 1 - Applicability 

Seo£e of ^rt. This Part prescribes the use of the cost principles 
and standards set forth in the several succeeding Parts of this Section in 
contracting a ^ aubcontraotl^ and delineates the nature of such use under 
different circumstances. 

Part 2 is prescribed for use; 

(i) As a contractual basis, by incorporation by reference in the 

contract, for determination of; 

(A) reimbursable costs under cost-reimbursement type contracts 
ii^judjj^ j^st^rej mhurae ine^ ^^ type subcontracts thereunder 
and the cost-reimbursement portion of time and materials 
contracts; 

(B) tenninations when the amb\uit8 thereof are detennined 
unilaterally by the contracting officer; 

(C) costs of tersdnated cost-reimbursement, contracts. 



(ii) As a basis for: 
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(A) the daveloment and subaiiasion of cost data and price 


anal73S3 bj contractors and prospective contractors as 
required, in support of negotiated pricingj, repricing, 
negotiated overhead rates, requests for progress payments, 
and settlement proposals under tezmination? 

(B) audit reports prepared bj the Audit Agencies in their 
advisor/ capacit/ of providing accotinting information 
respecting negotiated pricing, repricing and termination, 
(iii) B/ Contracting Officers in the evaluation of coat data, as 
follows: 

(A) In Retrospective Pricing and Settlements . la negotiating 
fira fixed prices or settlements for work which has been 
completed or substantially completed at> the time of 
negotiation (e.g,, final negotiations under fixed-price 
incentive contract, redeteraination of price- after com- 
pletion of the work, negotiation of final overhead rates, 
or negotiation of a settlement agreement under a contract 
terminated for the convenience of the Government), the 
treatment of costs is a major factor in arriving at the 
amount of the price or settlement. Accordingly, ASPR, 
Section XV, Part 2, shall serve as the basis for evaluation 
of cost data. However, the flnall/ agreed price or 
settlement represents something other than the sum total 
of acceptable costs, since the final price accepted by 
each party does not necessaril/ reflect agreement on the 
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ataacaa. Th« contracting officar aast consider all tbsS 
factors aff acting the r 9 as onableae as of the total propo:;i 
price, anch aa the technical, production or financial. 


risk asstaaed, the ccaplexitx of •work, the extent of 
eoapetiti'TO pricing, and the contractor’s raeord for ^ 
efficiancj, ecoaony and ingenuity, aa vail aa aTailabla 
coat estiaatoa. Ho oust be fi:a to bargain for a total, 
price which eqxiitably diatrlbx’tea the risks between the 
contractor and the GoTerranent and proTidaa inceatiTes for 
•^^iciency and cost reduction. In negotiating such a 
price, it is not possible to identify the treatment of 
specific coat elements since the bargaining is on a totii 
price basis. Thus, while Part 2 will be used to e*valuate 
cost data, it will not control negotiation of prices for 
work to be performed in the future, e.g,, negotiation of 
a firm fixed-price contract, an intermediate price reTision 
eorerlng, in whole or important part, work which Is yet 
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to be perforaed, or a target price under an Incentire 
contract. 

(It) As the basis for the resolution of questions of acceptabilit7 

of individual costs whenever such questions becona issues. 

15-101.2 "Allowable " and "Unallowable " in Connection with Fized-Priee 

«• 

Type Contracts . As used in ASPR, Section XV, Part 2, the words "allowable," 
"unallowable," and the like, shall, in connection with any fized>price type 
contract, mean "acceptable," "unacceptable," and the like. 



r 


•• V r 


21 August 195s 


Ne-gotlatlon Recmlrenent 
Modif7 15-204*l(b) to read as follows: 

(b) The extent of allowability of the selected items of cost co\<ered in 
ASPR 15-204.2 has been stated to apply broadly to many accounting systems in 
varying contract situations. Thus, as to any given contract, the reasonableness 
•ind allocability of certain items of cost may bo difficult to determine, particular!, 
in the case of contractors whose business is predominantly or substantially with 
the Government. In order to avoid possible subsequent disallowance based on ^ 
unreasonableness or non-allocability, it is important that prospective con- 
tractors, particularly those irtiose work is predominantly or substantially with 

I. 

the Govemraent, seek agreement with the Government in advance of t^e incurrenc^ 
of special or unusual costs in categories vdiere reasonableness or allocability^ 

i 

are difficult to determine. Such agreement may be initiated by the contracting 
officer. Any such agreement should be incorporated in cost-reimbursement type^^^^ 
contracts or made a part of the contract file in the case of negotiated fixed- 
price type contracts, and should govern the cost determinations covered thereby 
throughout the performance of the related contract. Included are such elements as: 

(i) compensation for personal services (ASPR 15-'204.2(f )) ; 

(ii) use charges for fully depreciated assets (ASPR 15-204.2(i)(6)) j 

(iii) food and dormitory service furnished without cost to employees 
or involving significant losses (ASPR 15-204. 2( n) ) ; 

(Iv) deferred maintenance costs (ASPS 15-204*2(t)(l)(il)) ; 

(v) pre-contract costs (ASPR 15-204. 2(dd)); 

(vl) research and development costs (ASPR 15-204. 2(li)(6))j , 

(vil) royalties (ASPR 15-204.2( JJ)); 
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(viii) selling and distribution costa (ASPS 15-204. 2(kk).( 2) )j and 
(lx) trarel costa, as related to special or mass personnel movement 
(ASPR 15-204. 2(ss)( 5)). 
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Compensation for Personal 


Services 



Modlfj 15-204. 2(f) to read as follows: 

(f) Compensation for Personal Searvlces . 

(1) General , a. Compensation for personal services includes all 
remuneration paid currentl 7 or accrued, in whatever form and whether, paid 
immedlatelj or deferred, for services rendered bj employees to the contractor 
during the period of contract perforaance. It includes, but is not limited 
to, salaries, wages, directors* and executive caoBittee members* fees, bonuses, 
incentive awards, es^loyee stock options, employee insurance, fringe benefits, 
and contributions to pension, annuity, stock-bonus and plans fer incentive 
compensation of management employees. Except as otherwise specifically pro- 
vided in this paragraph (f), such costs are allowable to the exteftt that the 
total conpensation of individual employees is reasonable for the services ^ 
rendered and are not in excess of those costs which are allowable by the 
Internal Revenue Code and regulations thereunder. 

b. Compensation is reasonable to the extent that 
the total amount paid or accrnsd, is conensurate with compensation paid under 
the contractor* s established policy and conforms generally to compensation paid 
by other contractors of the same size, in the same industry, or in the 
geographic area, for similar services. However, certain conditioaM give rise 
to the need for sp ecial consider^ ion and possible limitation as to adlowability 

■ fc 

for contract cost purposes where aaoxints appear excessive. Among such conditions 
are the following: 


(i) Compensation paid to owners of closely held 
corporations, partners, sole proprietors, or members of the immedimta families 

7 
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thereof, or to peraone who are contractuallj e«anndtted to acquire a aubataatlal 
financial intereat in the contractor* a enterpriae. Determination ahould be made 
that aach coapenaation ia reaaonable for the actual peraonal aerricea rendered 


rather than a distribution of profits. 

'' (ii) Any change in a i4^ontractor*s compensation 

pblicy^ suiting in a substantial increase in the contractor's le-rel of * 
compenaation, particularly when it was concuirent with an increase i.n the ratio 
of Goromment contracts to other business, or any change in the treatment of 
allowabiUty of specific t^s of compensation due to changes in Qm^mment 
policy, 

(lii) The contractor's business is such that his 


- compensation lerela are not subject to the restraints normally occurring in 
the conduct of competitiye business^^^^ •') 


c. Compensation for serrices rendered paid to partners 
and sole proprietors in lieu of salary will be allowed to the extent th|it it 

is reasonable and does not constitute a distribution of profits, * 

d. In addition to the general req^rements set forth 


in a through c above, certain forms of compensation are subject to further 
requirements as specified in (2) through (10) below. 

(2) 3eleries and Wages. Salaries and wages for current services 
include gross eompensation paid to emploTees in the form of cash, products, 
or services, and are allowable subject to the qualifications of (y) below. 

(3) Cash Bonuses ^ Incentive Compensation . Incentive compensation 
for management employees, cash bonuses, suggestion awards, safety awards, and 

yncentlve compensation based on production, cost reduction, or efficient 
performance, are allowable to the extent that the overall compensation is 
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d.t.n.i„.d to b. r,».on»bl. «d soch coot. .« paid or a.o«.d to .n'" 

agr.«,nt .bUrod Into In good filth bt«.n th. contractor cnd th. «cploy... 

before the serelcee mre rendered, or pnranant to an eotabUohed plan foUoeed 

by the contractor ao conci.tently a. to Imp!,, 1 „ effect, an agreenent to «ak. 

each parent. (Bnt ace gSPR 15,204.1(b).) Bonnaea, aoarda and Incentive 

conpenaatlon vhen anj of the. are deferred are allovable to the extent provided 
in (6) below, 

(4) Bonuaea and Incentive Conpenaatlon paid In Stock, ooata of 
bonnaea and Incentive conpenaatlon paid In the atock of the contractor or of 
an afflUate are allowable to the extent aet forth In (3) above (Including ' 
the Incorporation of the prlnclplea of paragraph (6) below for deferred bonnaea 
and incentive c»pen«tlon), aabject to the foUowlng additional requlranenta. 

(1) ’®l“tlpn pUcod on the atock tranaferred ahaU be the 

fair narket value at the tine of tranafer, datemlned 
upon tha most objectira basis availablaj and 
(li) accruals for tha cost of stock prior to tha issuanca 

of such stock to tha emploTaas shaU ba subjact to adjust- 
mairt according to tha possibiUtias that tha e«ploy;as 
wiU not racaiya ouch stock and thair intarast in tha 


accruals will ba forfaited. 

Such costs otharwisa allowabla ara subjact to adjustment accordi^^to tha 
principles sat forth in (6)e. balow. (But saa ASPR 15-204. 1(b).), 

(5) Stock OEtions. Tha cost of options to a.plo 7 sas to purchase stock 
of tha contractor or of an affiliate is unallowable. 

(6) Bjfiasd CCBE .ne.tlo,. . .. *. need heroin, deferred .<-pi...tl.n 
include, au rewmerntlon. In whatever fom,^for urvlce. enwpnOj- 


randarad 
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for which tha employee ie not paid until after the lapse of a stated period 
of years or the occorrence of other events as provided in the plans, except 
that it does not include nomal end of accounting period accruals. It includes 

(i) contributions to pension^ annuity, stock >>nus, and profit sharing plans, 

(ii) contribu tio ns^^ dieah^lty , withdrawal, insurance, survivorship, and 

«nd (iii) other deferred compensation, whether paid 
in cash or in stock. — — — — 

b. Deferred compensation is allowable to tha extent 
that (i) it is for services rendered during the contract periodj (ii) it is, 
together with aU other compensation paid to the employee, reasonable in 
amount; (iii) it is paid pursuant to an agreement entered into in good faith 
between the contractor and employees before the services are rendered, or 
pursuant to an established plan followed by the contractor so consistently 

as to imply, in effect, an agreement to make such payments; and (ir) for a 
plan which is subject to approval by the Internal Revenue Service, it falls 
within the criteria and standards of the Internal Revenue Code and the 
regulations of the Internal Hevenue Service. (But see ASPR 15-204.l(b).)i 

c. In deteraining the cost of deferred compensation 
allowable under the contract, appropriate adjustments shall be made fdr 
credits or gains arising out of both normal and abnormal employee turnover, 
or any other contingencies that can result in a forfeiture by employees of 
such deferred compensation. Adjustments shaU be made only for forfeitures 
which directly or indirectly inure to the benefit of the contractor; for- 
feitures which inure to the benefit of other employees covered by a deferred 
compensation plan with no deduction in the contractor's costs will not normally 

V 
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give rise to ad Juotaont - in contract costa. Adjustments for nonsal employ^ 
turnoTcr shaU be based on the contractor* s experience and on foreseeable 
prospects, and shall be reflected in the amoont of cost currently allowable. 

Such adjustments wiU be unnecessary to the extent that the contactor can 
demonstrate that Its centrlbutions take into account nonaal forfeitures. 

Adjustments for possible future abnozmal forfeitures shaU be effected according 
to the foUowixag rules t 

• t 

(1) abnomal forfeitures that are foreseeable 
and which can be currently^ STaluated with- 
reasonable accuracy, by actuarial or other 
sound computation, shall be reflected by an 
adjus^ent of current costs otherwise 
allowable; and 

(ii) abnormal forfeitures, not within (i) aboua. 
may be made the subject of agreeaMnt betweem 
ihe GoTemsent and the contractor either as 
to an equitable adjustment or a method of 
detezBining such adjustment, 
d. In dete n si n i n g whether deferred coapensatlon is 
for senrlces rendered during the contract period or is iTor future serrices, 
consideratiea shall be given to oonditions Imposed upon erentual pajment, such 

as, requlrsneats of continued cmploTnsnt, consultation after retirement, and 
coTenante not to ccs^ete. 

(7) i»h>ms . flee (o). 

^ r 

Bxtru^Pay flhift ^ Multi-ahift Premiums , flee (y). 
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(9) Training Education Expanses . See (qq), 
(10) Insurance and Indemnification . See (p). 
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(ii) Research and Developnent Costs . 

(1) Research and development costs are divided into two major 
categories for the purpose of contract costing - (i) basic research, also 
referred to as general research, fundamental research, pure research, and 
blue- 8 k 7 research and (ii) applied research and devclopnent, also referred 
to as product research and product line research. 

(2) Basic research is that tjpe of research which is directed 
toward increase of knowledge in science. In such research, the primary aim 
of the investigator is a fuller knowledge or understanding of the subject 
under study, rather than a practical application thereof. Costs of indepen- 
dent basic research (that which is not sponsored by a contract* grant, or 
other arrangement) are allowable, subject to (6) below and subject also to 
their being allocated to all of the work of the contractor. 

(3) Applied research is that type of research which is directed 
toward practical application of science. Development ls\he systematic use 
of scientific knowledge directed toward the production of or improvements in 
useful materials, devices, methods, or processes, exclusive of design, manu- 
facturing, and production engineering. Costs of a contractor's' Independent 
appUed research and developwnt (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable, subject to (6) below, under any 
production contract to the extent that such appUed research and developsent 
are related to the product lines for which the Government has contracts and 
such costs are allocated as indirect costs to all production work of the 
contractor on such contract product lines. Costs of independent appHed 
research and development are unallowable under research and development 
contracts. However, in cases where a contractor's nomal course of business 
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does not involye production work, the costs of independent applied research and 
development work (that which is not sponsored b 7 contract, grant or other 
arrangement) are allowable, subject to (6) below, to the extent that such work 
is related and allocated as an indirect cost to the field of effort of the 
Government applied research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is perforaed. 

(5) Research and development costa (including amounts cajjitalized), 
regardless of their nature, which were incurred in accounting periods prior 

to the award of a particular contract, are uaallewable, 

(6) In addition to the definition of reasonableness provided' in 
ASPR 15-201.3, the reasonableness of expenditures for independent research 
and development should be determined in light of the pattern of the cost of 
past programs (particularlj those existing prior to the pacing of Government 
contracts), with due consideration to changes in science and technolog 7 . Such 
expenditures must be scrutinized with great care in connection with contractors 
whose work is predominantl 7 or substantiall 7 with the Government. Where such 
expenditures are not subject to the restraints of conmiercial product pricing, 
there must be assurance that these expenditures are made pursuant to a planned 
research program which is reasonable in scope and is well managed. The costs 
should not exceed those which would be incurred b 7 an ordixiarll 7 prudent 
person in the conduct of a competitive business. (See ASPR l5-204.1(b). ) 
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COST PRIHCIPLE fW. RESSARCH AND lWg,OFWEWT 

1. Basie research, for the purpose of this regulation, is that ^rpe 
of research whidi is directed toward increase of knowledge in science* In 
such research, the prinary aim of the investigator is a fuller knowledge 
or understanding of the subject under stuc^, rather than any practical 
^}plicati<m hereof. Applied research, for the purpose of this regulation, 
consists of that type of effort i^idi (1) normally follows basic research, 
but may not be severable from the related basic research, (2) represents 
affcarts to determine and expand the potentialities of now scientific dis- 
coveries, and techniques, and (3) represents efforts to "advance the state 
of the art." Applied research does not include any such efforts when Iheir 
principal aim is the design, development, or test of specific articles or 
services to be offered for sale, which are within the definition of the tern 
development as hereinafter provided, 

2. Develoranent is the systematic use of scientific knowledge which 
is directed toward the production of, or Improvements in, useful products 
to meet specific performance recyiir«ttents, but exclusive of manufacturing 
and production miglneering. 

3* A ctmtraetor's independent research and development is that 
research and developnant ^idi is not sponsored by a ccntraet, grant, or 
other arrangement. 

U* A contractor's costs of ind^endoit research as defined in (1) 
and (3) above shall be allowable as indirect COTts (subject to paragraph (8) 
below), provided they are allocated to all woric of the contractor. 


nuPT 

9 Dec 

COST PRINCIPLE FOR RESE\RCK AND DETELOFMaTT 

1. Basie researdi^ for the puzpose of this regulation^ is that tg^pe 
researdi whidi is diluted toward increase of knowledge in science. In 

such research^ the prinazy aim of the inves^gator is a fuller knowledge 
or understanding of tiie subject under study* rather than any practical 
cqppUcatioi thereof. Applied researth* for the purpose of this regulation, 
consists of that type of effort ihidi (1) normally follows basic research, 
but may not be severable from the related basic research, (2) represents 
efforts to determine and 83q;^and the potentialities of now scientific dis- 
coveries, and techniques, and (3) represents efforts to "advance the state 
of the art," Applied research does not include any such efforts when their 
principal aim is the (tesign, dev^opment, or test of specific articles or 
services to be offered for sale, which are within the definition of the term 
development as hereinafter provided, 

2. Development is the systematic use of scientific knowledge which 
Is directed toward the production of, or ii^rovements in, useful products 
to meet specific performance recjiirenients, but exclusive of manufacturing 
and production engineering. 

3* A e<»tractor'8 independent research and development is that 
research and d 0 vel<^mient which is not sponsored by a ccntract, grant, or 
otiier arrangraient. 

li. A contractor's costs of tnd^endent research as defined in (1) 
end (3) above shall be allowable as indirect costs (subject to paragraph (8) 
below), provided they are allocated to all wort of the contractor. 
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COKPl^OLLTJi OUiEEAL 0? THE UHITEB STATES 
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Honorable Perkins KcGolre 
Assistant Seeretaxy of Defense 
(Suf^ly and Logistics) 

Dear Kr« McGuire i 

In resp<mse to your letter of October 22, 19$7, «e are 
pleased to ^id you our prellininary sieias on the Septem* 
ber 10, 1957) draft of Anted Services Proeureenent Regula* 
tionS) Section XV, Contract Cost Principles* 

V3c note fron your letter that the Department of De* 
fense subscribes to the view that it vould be advantageous 
to have cost principles vPdch are applicable to all types 
of negotiated contracts* This is a position In idiidi we 
concur and one vhid) ve feel will foster an atmosphere of 
mutual understanding anuMig contractors and contracting of- 
ficers of the various ag«icies* It should ultimately lead 
to more effective negotiation and adndnistration of Govern- 
ment eoitracts* recognize that this is a difficult un- 
dertaking) Bnd ve are pleased to learn that differenoes of 
opinions vitiiLn the Department of Defense have been largely 
resolvaJ* 

VJe prefer to review and cc»^ent the cost principles 
after industry cornments have been analyzed and accepted 
suggestions have been incorporated in the proposed princi- 
ples. There are, hcvcveT) a fev eammts ve vould like to 
make at l^s time concerning the over-all philosophy of the 
cost principles* Vje hope these eamentB will be helpful to 
you* 


Vie have long had an interest in the objective of es- 
tablishing cost prlnciploB for use on all types of negoti- 
ated contracts vlthln the D^partaent of Defense as evidmoed 
by our letters to the Seeretaxy of Defense on Kay 31, 1955, 
Deomber 16, 1^5> snd Kardi 11^ 1957* Vie understand that 
the adoption of unifom cost prin^ples for Oovemment-wido 
use is now being considered* Ue also endorse this ehjee- 
tive, and our eoisaents idiid) follow give recognition to the 
posaibility of the proposed cost principles being adopted 
for Govemment-vlde application* 
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Paragraph 15-<K)0, Scope of Seetionf contains a con- 
cise statenent of the three basic uses Ter cost principles, 
naioelj^t 

(1) the deteminatiwi of historical costs 

(ii) the preparation and presentation of cost ssti- 
nates by ccmtraetors and stibeontraetors, and 

(iii) the review, audit mi evaluation of cost dats| 
in the nefotiation and administration of Oov- 
cmment contracts and subcontracts thereunder 

Vc believe that this paragraph properly expresses the 
appropriate use of the cost principles} however, subsequent 
par3£Taphs, and in particular paragr^h 15-101, appear to 
deenphasise the ijaportaace of the cost factor in contract 
pricinc, and thus the importance of the coi. t principles, 

Ve visualize the cost principles as a vehicle to provide a 
basis for mutual understanding by contractor and Govertsaent 
representatives as to the ground rules for a highly impor- 
tant factor in contract negotiation and adnirdstration. 
r.ieeinphasis of the relative im;>ortance of the cost factor, 
particularly in a state«Gnt of the cost principles, would 
alpiost surely impair efforts to obtain a more realistic 
evaluation of ttds important factor in contract pricing, 

Farticular attention Is invited to the follovang por- 
tion of paragraph 15-101 (c) of the September 10, 1957, 
draft of the contract cost principles, 

"To the exteit that costs are a factor in 
forward pricing, ASPH, Section XV, Part 2, shall 
apply to the developsajnt and evaluation of cost 
data", Ihe ext^t to whicl) costs iAfluoace for- 
ward pricing varies greatly from ease to case. 

In negotiations covering future work, actual 
costs cannot be known and the iaportanee of cost 
estimates depends on the eLreumstanees, The con- 
tracting officer must consider all the factors af- 
fecting the reasonableness of tbs total propomd 
price, such as the technical, production or finan- 
cial risk assumed, the complexity of work, the 
extent of competitive pricing, and the contrac- 
tor’s record for efflriency, eoonony and ingenu- 
ity, as well as available cost estimates. He 
must be free to bargain for a total price which 
equitably ristributes the risks between the con- 
tractor end the Ooverment and px'ovides incentives 
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for effieien^ and cost reduetloa* Zn negotiat- 
ing eudi a prieOf it is not possible to identify 
the treatiaent of speeifie oost eleaents since the 
bargaining Is on a total prxee basis* Ibu8» vhile 
Part 2 will be used to develop and evaluate eoet 
data. It will not eontrol negotiation of prices 
for work to be perfomed In the future (o*g*« ne- 
gotiation of a fiem fixed-piloe contract an later- 
nadiate price revision covering, in ididle or 
important part, work vhidi is yet to be perforaed, 
or a target price under an incentive contract). 
Nevertheless, idien the question of acceptability 
of a specific iteTn of oost becoiaes an issue. 

Fart 2 will serve as a guide for the resolution 
of tlie issue." 

Our exairdnations of contract activities have disclosed 
serious weaknecscs in the procurenent procedures stensning 
fron inadequate consideration of the cost factor in con- 
tract pricing, Ibese have included failures to obtain pe- 
riodic cost data needed to exercise repricing options, 
failure to obtain the latest available cost data at the 
time of price negotiations, inadequate analysis or verifi- 
cation of cost data and recognition of cost trends, and 
failure to properly exaraine future oost estimates and re- 
lated supporting data. ?\arther, our reviews have disclosed 
failures on the part of both the Govemra^t and prime con- 
tractors to obtain oost data or o^r information as to the 
basis for tlie price where awards were made without eoa^Tcti- 
tion to suppliers at firm fixed prices. Various measures 
have been adopted to in^rove these eondltionsj however, we 
feel that inadequate consideration of the cost factor in 
contract pricing is a continuing problem. Therefore, we 
strongly suggest that the foregoing paragraph be rephrased 
to emphasise the importance of oost as a pricing factor 
rather than to etibonllnate it* 

Vhen prices are detexmined by negotiation rather than 
simply by comparison of oompetltive bids, as in the ease of 
formally advertised eontraets, the actual or estimated cost 
of performing the woric should nonnally be a vezy Important 
factor In appraising the reascmableness of a proposed price* 
lienee, a thorough analysis and evaluation of such oost data 
are essential to sound eontraet negotiations, whether it be 
a negotiated fine fixed-price, redeterminable fixed-price, 
or a oost-type contract or sub extract • We understand that 
the cost principles are intended to be guides for preparing 
oost proposals and negotiating prices; therefore we suggest 
that the document be written with particular tfnphasie m 
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tho iaporteoce or costs ood appropriate evaluation tbereor 
in the process of negotiating contract prices. 

ye w»uld also suggest soae reorasideration of th e 
statement that treatooit of ^>eeifie cost electents is not 
possible because the bax^aining is on a total price basis. 
Oertainlj, so far as Government negotiators are eoneez 7 ied« 
there should be a full shoeing of all factors considered in 
arriving at the price and the files should show the basis 
for seeeptance of the price. When ooinpetitive forces are 
not present to assure a reasonable prioe^ one of the major 
ctmsiderations is the actuel or estimated cost of produc- 
tion and the record should reflect the negotiator's treat- 
ment of it in and vine at a price acceptable to the 
Government. The quoted stateiaent seems to eacoupage fail- 
ure to adequately consider cost ao2 to document the deci- 
sions made, Hds veakens contract negotiations and impairs 
subsequent administrative and other reviews of the activity. 


vve note that part 2 is to be incorporated in contracts 
to provide a contractual basis for ascertaining reinburs- 
able cost^ under cost-reimbursement-type contracts and the 
oost-reij:5nursemait portion of tii?«; and material contracts 
and unilateral detenninations under temins ted fixed-price 
contracts. Ve reco'uaend iiiat these principles also be in- 
corporated by reference in negotiated contracts u!'.ich pro- 
vide for repricijig during or after perfom-snee, Oontawer- 
sdos over >diat types of cost are to be recogni.zed in tte 
negotiation of a price could be substantially minimised by 
an advance understanding by the contracting parties of the 
cost principles to be followed. The principles would then 
have official standing by contract stipulation and their use 
would be required in the subnissioa of cost data and in the 
evaluation ard negotiation of the contract prices. 

Me recommend that subparagraph (ill) of paragraph 
15^1.U (page 6) be deleted. The provisions of this siib- 
paragraph appear to be so tvoad as to qualify almost uay 
cost of a contractor as allocable to Qovenraent wozic, 
idiether or not there Is any relationship to the work. The 
provisions of subparagraphs (i) and (ii) aeem to be broad 
enou^ to reoo^se may cost appropriately assignable to 
Govennent work, partloularly if tbs phrase *or other equi- 
table relationship" were added to subparagraph (ii). 

Me note that the cost principles relating to Indirect 
costs provide in paragrapi^ 15-203 (d) (page 8} that the con- 
tractor* s established practices, if in accord with generally 
accepted accounting principles, shall be acceptable. Me 
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believe that a further quallTication should be added that 
the results of the allocation Rust be equitable to both con* 
traeting parties when vieved and tested against the eoatrae* 
tor* 8 activity under the contract* 

Subparagraph 15-20U*l(b) (page 9 ) recognises that the 
extent of allowability of eert^n eosts should be agreed to 
in advance of the contractor* s incurring of sudi costs. It 
provides that such agreement should be Incorporated in cost* 
reissbursenent*type contracts but would only be nads a part 
of the contract file in the ease of negotiated fixed-price- 
type contracts* Me believe that it would be extremely help- 
ful if such agreeR»nts were to be incorporated in any VP* 
of contracts wterc there arc prieine or repricing, or cost- 
reimbursement determinations to be made subsequent to the 
award. 

In Considering the application of the cost principles 
on a Governjnent*^de basis, scKse of the agencies may con- 
sider it desirable to make special arrangements and to have 
an advance agreement concerning the extent to vl.ich "home 
office” expenses are to be applied to COCO wntracts 
(oovernnent-owned, contractor-operated) and similar 
manage;’>ent-type ccmtracts, particularly’ idiere the opera- 
tions under the contracts are sufficiently autonomous so as 
to requijre little or no assistance from the "home office," 

Ve recwrijnend that the cost principles specifically recog- 
nize that these circumstances require limited acceptance or 
nonacjccptance of "horac office” expense. 

Pending your receipt and consideration of corments 
from iiidustry, we will withhold coments relating to the 
"Selected Costs" cemtained in "Application of Principles 
and StareJards" (paragraph Hi-201;). However, our review of 
the document would be facilitated by a further explanation 
of the treatment of compensation for personal services, and 
depreciation, and representatives of our Office will coobiu- 
nieate with your staff on these matters. Me shall, of 
course, be glad to discuss any other matters with you or 
members of your staff should you so desire. 

Sincerely yours, 


Comptroller General 
of Ihe Ihiited States 
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OOST PRINCIPLES 


APPLICABILITT 


Draft as of 21 August 19$8 

Proposed that the cost principles be applicable to all types 
of contracts as foUovst “““ 

a. Cost-RelmburseRient ?M>e Contracts 

As a contractual basis for termination of costs, 

b. Fixed-Prlce Type Contracts 

As a basis for submission of cost data and price analyses 
by contractors, the evaluation of cost data by contractinr officers to 
the extent that costs become a factor, the resolution of cost questions 
in retrospective pricing, and as a ^de for the resolution of cost 
questions in forvard pricing, 

c. Audit Reports 

As a basis for the preparation of advisory audit reports. 

d. Contract Terminations 

Unilateral determinations in contract terminations. 


Industry 

Strongly protests the application of detailed cost principles to 
fixed'prlce contracts an the basis that foinula price fixing mould 
result and negate the advantages of ccnpetitlve and negotiated prices. 


Special Woridng Group Recownendation 

The military d^artnente have objected also to the applicability 
of cost pzlneiples to fixed-price contracts* It la extended that 
formula pricing mould result, and that the traditional concept of 
negotiating fair and reasonable prices would be lost. It is proposed 


that the eoat principles be revised to provide for a separate sppliea<-> 
bllity treatment for fixed type contracts consistent with the c u rrent 
priei^ principles in Part 6, Section XII9 ASPR* A new Tart Section 
XV would be added providingt 

a. That the pricing policy in Part 8, Section HI would be 
governing and followed in the negotiation of fixed-^price type contracts. 
In barieff this philosophy fsrovldee that prices not separate elements of 
cost plus profit are to be negotiated. 

b. When cost principles are being considered in fixed-price 
type contracts, the cost principles will be used to provide general 
guidance in establishing a fair and reasonable price. This would be 
particularly ariplicable to incentiye and redeteminable contracts. 

Even in these situations, the use of the cost principles would be 
flexible. 


Heccrrnended Army Position 


Concur in the ^r>ecial V'orklng Group lecomendation 


COST PRIMCrPUS 


COKPBISAnON 


Draft aa of gl Auguat 1958 

Compensation la reasonable to the extent that the total aeotut 
paid or accrued la ooranensurate with eospensatlon paid under the 
contractor's established policy and conforms generally to compensa- 
tion paid by other contractors of the same aiae, in the same Industry, 
or in the same geographic area, for similar aervices. 


Special Working Oroup Recommendation 

To recognize that in the determination of the reasonableness 
of total coj^ensation, contracting officers, as a practical natter, 
can only cope with the \mreasonableneas or out of line sltxiation. 
The followinr addition is proposed: 

In the administration of this principle. It is recognised 
that not every compensation case need to subjected In detail to the 
above tests; Puch tests need be applied only to those cases In 
vhidi a general review' reveals amounts or t^^pes of compensation 
which appear unreasonable or otherwise but of line. 


Recomended krssy Position 


Concur in the Special Working Oroup reewnmendation 
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CCKPtaBATlPB 

ear« of the past eervlee yielnn ezedit prohlee hgr dtiiettns the phxeee 
**Por eexT l eee ca m mrt a y wnderefl * txm 19*20V,2( r)(6]j^ aaA tneiirt «t the 
beginning ef yuMgttgh 3^i)» 

tar peet eertlee penaim i eoete^ it 1# tar mrviam 
MBtered daring the ceotzeet yertod** 

St> eeze at the giguxtie jroTilffii iacdAwt %e an e a w ^ ***t **i at ALL 
eoBgtqwfttIflo plaas» lBte>&iee tba ec ne ep t of tnacenwiit hgr eeMptioa Iqr 
Ineertlag a astr ecntence la pazegreph (h) ae IbHonat 

Ccmpeoeatlon la reeeonahle to the exteot that the total mouat 
paid or accrued la coraacneuratc vl^ cqBpenaatloo paid tsider the 
oaixtzactor*a eetahUahed policy and aoatasaa gaoexally to o o e ym e a * 
tlc» paid hgr other eontzactora of the amaa alee, la the aeae laduetzy, 
or la the eaae eet^rephle area* for olnUar eervlms, 3to the aftalnie* ^ 
tistion of thie principle« porticulBLr attentloo ObouXd he glrm to 
rasimerotloD ehldh la cihvlouely out of Hae » Booeear^ eertala 
eonditlooe give riae to the seed fbr q^eelal oooslftezatlon oad 
possihle liBtitatloa ae to alloetbillty for eootzoet eoet puzpoaes 
al^re eoDuzrta appear oaeeMi^. dBcoag ouch enadltifina aze the ffidoviaei 



COST PRINCIPLES 


RgtTAL COSTS 


Draft as of gl Axifiiast 1958 

Allowable if rates are reasonable in llglht of such factors as 
the type, life e:q)ectan(7, condition and Talue of the faeUlties 
leased, cations available and other provisions of the rental agreenjent. 
Also requires a ctwjparison of rental costs with costs which would be 
allocable if the facilities were owned the contractor. 


Industry 

The ultimate test should be the rental value of comparable 
properties, and not comparisons to costs which the contractor would 
have sustained as owner. 


Special V/orkinp (h?*oup Reco?nendatlc?n 

Same as 21 August draft except to include "market conditions in 
the area" as a test of reasonableness of rental costs. 

Rec orr»ended Aitny Position 

Concur in the recommendation of the Special Working Group. 
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(Ifii} Rontal Corta. (Bteloaiitft Salt mo& t— «baefc ef BacUitt—) * 
SefvlM nxMsnh fX) of tbe vd&cdbfilji und m fbllAMis 

(x) ooB td odf tirtifliitgi nd •^pijfinct ^>*d ottNV 

pCT y> * y ^ Fssojpsrty ttra tAXoviXdbd IT ^Im stiteF am mMoFlbild ift Xi|^ 9t 
Faeh ftetttni M nutet 0OddltioQ8 in thd wu tte tsnBm liAi laMcteBcyp 
eeaifiitian« «Dd sbIm of tte ihcilltliw IobmA^ cpUam wwlloMOj loiA ott«r 
pxwlsioQs of the mtal ogrooafiBKt* lotion of i bm e teetoro Ssvolos 
aloPT. vlth ctfeer coaisiaetstlwai eoqpariooQ of notsl coots vitb coots thldt 
ooilld be oUexable if tbe fbeHities nors enOMd Ity tbs oootxoetor* 
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isjfegafc ;^,y. 


. - -... .,...-,,v,'V‘i- .,...; ,■ 'CjypV; i.:?: 

Draft la of a Aiigast 19$8 

A 0Llr8C V 008 V 18 UQT 000 v lACUXTOu OT U% IIICUXTOCI SOXOijr XOF 

'...mf-!- ■•'. \^f'i~'::'i %3> ,£s^r;w'’t 

Special Working (h'o^ip Reeomendatlon 

Addition of an additionaL 8enten<»'"lnadverten^y‘"ioral*tted'*'and‘’~^- 
necesp^,^. 


Recoennended Arny Position 

Concur in the l^ecial Working Group recomoidatiwi. 
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KR B W! CO GUHS 

Si ovSer to taSso toro ot m o oo ot ifi uhlch ImA Wmb imAmtaoctlj aidtt«A 
•bA to svoid AipitcatiBn of timxgoi mtm MrUla oixomotaaeoo^ m rooommi. 
•dSitiaa «f Ite S>lloirf«g ««t«Beo «t thi «A «f 1.5*aoe(»)t 

15»g>g(a) Add) 

"Mmb ItoDB ordinarily cHargioWa oa Ssdiraet ooata or* Aarsad to 
Oo'VBmaeQt wxt aa dlraet eoata^ tlie amt of IlJbe itopw agplliwMa to 
other nexk of the oootxaetor aoart be iflialnatad fran ii^Uraot eoata 
allocated to Qovemoeat ooxSu” 


] 



COST PRINCIPLES 


PUIIT HECONVERSirM CCSTS 


(Plant recanrersion costs are those incurred in the restore* 
tion or r^abilitation of the contractors* facilities to ap proximately 
the sane condition eodstlAg immediately prior to ^e eomeneenent of 
the military contract work, fair wear and tear excited.) 


Draft as of 21 August 1958 

Unallowable except for the cost of removing government property 
and the restoration or rehabilitation cost caused by such removal* 


Industry 

Plant reconversion costs should be allovable including the cost 
of r«novinr government property and restoration or r^abilitation 
cost caused by such resnoval to the extent authorized by advance 
negotiated agreenent. 


Special Working Qroup Recomnendatlon 

Normally unallowable^ but to liberalize this principle by 
allowing additional cost by mutual agreao3nt where equity so dictates 
in special ciircumstances* 


Recqmnended Army Poaitlcp 


Concur in the racoranendation of the Special Working Qroup. 
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ccrauor cost psikciplss 


AKMT POSITIC»» 


i Ih» ntw proposal* bmuIo bjr ths Speeisl VorklBg^ CTronp and sob^ 

' ’ aittod.; to ..tho Katsrlsl Sscrstariesy ty m as wrin dni froar tho ^ 

I...; ;;; ; y Sserstaxx ot nifsnso (Sopp^ led Logistics) dated 31; ; 
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COST PRIHCIPL3S 


tlTlE 

Draft as of 21 Augoat 19S8 

Contoiet Cost Pzlndples* Vila is ths titla uhleh has been vsed 
for Section XV of the ASFR ainee 19U9* 


Industry 

Industry clains that the proposed Section XV goes far beyond 
"prindLples" in that ve have included procedural and instructional 
material* 


Special Workinp Qroup Recongaendation 
Contract Cost Principles and Procedures. 


Reconnended Amy Positiwi 

Concur in Special Working Group recomnendatlon* 
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jawAHcas tgagRgauiDiiias 

Modify I$*ao4.I(b) of the 2X August Azeft to read ae faUoust 
”••• 6acth agreoaeot wmy he iiilttated hgr eositzaetlDg efficere Sadl'viAuBllT’ or 
Jointly fbr all tefease aotk of ttie a oc tra otor^ as aay he anpropriata. Any 
aueb agreaeot aboulA he iaoOKpozated in eoah-zainhazaeaeat tn* hootzaote 
or Bade a part of the eontxaet file in liw eaae of neeptlatea fliOiA-pzlee 
type ooatxnets, and should gpv ezn the eoet iete winatl o n a oo eere d thevdhy 
throu^ut the p er fbxBBoee of the related eontxaet* the abeeaee of such an 
advance agreoient on «e^ elemezit of coat viU aot« In Itself » serve to Bake 
that alcBent either alloeahia or unalXomhla. Soeever, the nature of eertaln 
costs is sudi tl»t advaxBe agreetseats are Bozaally eaeoxtial* fhese are: 

(1) pro>eoatxact costa (ASPR 15»S>^*2(dd})| 

(11) zoyalUee (ASFR 13 ^ 21^.2 (jj))| 

(m) tzav^ eoste, as related to or sass perecsmel 

aovoni^ (AOTt 1$-204*S (ea)(9))l 

Exei^es of others for ehleh eueh egreenenta are noxnally expropriate, thou^ 
not »seatlal, axe: 

(iv) VM eharges for fully depreciated assets (ASPS 1^204*2 (1)(6)); 
(v) eospsneatlan for pereeoel eaxvleee (ABKt l$-204*2 (f ))| 

(in) d e f erre d aalntaoaaee eoate (AfiOPS 15<»ao4.2 (t)(l)(ii))| 

(vU) reeeereh and daveOLfifBent aoata (ASPS l$-804*2 (ii)(6))i and 
(vili) ■*^^*«*g and distr tbutla n ooata (ASPS l$-204«2 (kk)(2))*” 



COST PRIHCIPL^S 


iTHTAKCR BWDERSTMfPniOS 


Draft as of 21 Augast 19$S 


Bncoaragea contractors and contrartlng 
^as comnensatlon for 

TOsts, preJontract costs, research and derdopBcnt costs, 
royalties and selling costs. 


Industry 

Soro industi^' groups object to tbls provision since 
tt .0 itms Spht bi wntJoverslal »d eefud costs c«s,ot be taosn 
prior to the placenent of contracts. 


Sneclel Workinr: Qroup ReooTimendation 


nr^ T»1 ft to clearly indicate that "the absence of 
Change this principxe xo c^«xi.y « . aerre 

essenUal" from those where agreements are "normally appropriate, 
though not essential." 


Recongnended Axrny Position 

Concur with the Special Working Oroup recortnendatica. 


J^3/58 


13»ZA,S IjUrtlae of Cearts . 

(a) Mvgrtlelng Cogt»> 

(I) Aftmtiaing coata twalafta tte aoat ot tAnxtiMias aaftia 
and eozoUazy adblnlatzvtl'va eoata* AAvartlaing wadln InrAttfta aaeartiwia^ 
nene^BP^en, a a dio and tilarvlaiQa program, dbUraet aatl, txada papara, outdoor 
aftvex^tialng, daalar tarda nd vlndov dtaplaya, eo n aa p tlopa, «At21)ita, firee 
px>d8 and aao^Ita, and aalaa Xitamtora. tta IMtoalng advertlaias eoata are 
aHovabLat 


(l) AftvarUalae la trade and ta^wli^l Joaroala, 

pro^d^ aueh advertlaliig doaa not offer apadfie 
pro^ncta or affirvleea Ibr aala Init ia placed in 
dmanala idilcb are edoahle Ibr tbe diaacBlaatiiQn 
of techaleal infoiaatton vltbin tbe ooB^actor'a 
ii^Sucrtvyi fffifl 


(il) belp canted advertlaiog, aa mt fbrtb In (gg) bOLov, 
cbea eoBsidered In OQoJuaetlao dldi all otber 
reeroitBeot coats* 


(ill) eoate of partld^titti tn aaUMta censored "by 

tbe SoconxMst fbr the puzpoae of devdoplag ailitexy 
appUcatloai of products* 

(iv) adveartiaing relating to aeeranpTlebpent of tbe 
conteact aieeion for tbe puzpMC of bbtainixig 
a<»rce aaterlale or oqoipf>ent, or diepoalng of 
scrap or auxpitai aateriala* 


(2) Xb oooneetifia cilb tbia deaent, special «»re anal be 
exercised in detemining reaeoaabletteea* Reaeonahlenees oen be deteralned bgr 
aa anelysls of algilfteent deviatlone ia scope frenx past advertlaing prograas; 
the presovse or ebaeoM of eo^petltive roatralnta* 


(3) Saeept aa provided In (ill) and (It) above, all advextiaing 
chl^ offera prodaets tor sals la enaUooebLa* 



COST PRINCIPLES 


kmsxnsmo ■ 


Draft as of gl Augast 19$8 

Dnallovable except for edrertlslng in trade and technical 
Journals and "help vanted" advertising* 


Industry 

Institutional^ product and special advertising is a legitireate 
and necessary cost of ^ing business and should be allowed subject 
to the test of reasonableness and allocability* 


Special Working Croup Recorawendation 

To liberalise the advertising principle to Include the cost of 
exhibits sponsored by the govemnait as well as advertising for 
scarce nateriels or disposing of scrap or surplus materiels* 


Recomnended Amy Posit! <m 

Concur with the fecial Working Croup recommend ation, eoecept 
that the cost of partidpetlon in ejdiibits sponsored by the govem- 
mont should be allowable only if incurred pursuant to a Department 
of Defense invitation for such participation* 




n& Auatleav %o iHiAUilMS 


^wyA— ifctoaa ill Mrtil p ygydflaA ttar •»• KPittift tfci 

wtnetor 1^ <*» •ctmaAif mdiAim nM«Uj ^ IM 

ppi*tS^ «f ^ «eBtoifcetw to tb* toBWBlty «9Aa ptfliw tlBWi^ Ifc* l«i^ 

•f toeSi eantfttwtjUt i 

to pwfH«ty •? <«»• (woiwk *f 

■lltr»flnto to aw p f to fU«l f«lod w»t «rto*jrtlar %• joAgi* ta to 
11^ 9t to psttexQ «f fMt oeatxtotow, y tri t m to rt y to»a to* >«to 
to to ef floww w a t coobaet** to — rto «f *to aUuwto 

eoQtrtotitt ito W toaetto* to yajo i i * «f toto. to e— tax, to 

t****<*^*» to* not# ta Ito&ft aM toM X to ■• • totoet * 0 *t« 
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COST FRDfCIPUBS 





O OM T H IB Unm S UKD POHATIOre 

- '■ '•• ' ’ . '■• ' • -‘•^- - '■ 

PwJt M of 21 kagoMt iy$8 

Qui3JLqwabl»« 

Indnstry 



The making of eontribatioais is esaentlal to the conduct of 
business and the failure to do so adversely affects the contractor's 
standing in the coranunlty and hence his snqployee relations* Sene 
contributions aid in the developnent of tedmical educatira and 
scientific research* Sv^jport of eharitable« sclentifie and sduea'i' 
tional institutions is a noraal cost of doing business and recognised 
as such for tax purposes* 



Special Woricing Oroup Reconmendation 

To allow the cost of reasonid>le contributions to established 
non-profit ^ari table organisations of a connunity type. 


Heconraended Amy Position 

Moneoncur in the reecmendation of the Special Working Group 
aince contributions are not obligatory ttp«i a contractor but are 
voluntary expenditures not nMessary for pezfomanes of govsrment 
contracts* The allovanoe of contributions and donations would put 
contractors in the position of being ahls to give mny the tsxpayw r s 
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• ■ mUREST W BOKtOlfllBB 

inyotfllt MfclwlMtB wniwTitHV »f totenit 1 • CQg^ mt mtim 
fsofli yflliy «B 9 «atag la ma 9-MA Ikgr •• Hng a mv ttfy riCH i i i 
(a) coS. MflLBltttlttg UM r>wtn1ng jifl p M^gin fca* flw fawniin^l fui^ 
cragh «Q1 xBatt 

-*4> faUat gf ^ Cwt««gt«r*B a m p b i ft * 

tbe tsUat ef a aeeftsaetnr** tvlal IsfwtMBt Is tha pMteanaoa 
of tha wctgact alll »> tOai iato aanBitemtian to tta fbdag of ^ 
«BOuat of 13ia fte or yooAt** 


0C6T FSIHCrFlBS 



Br«ft as of g. togost 19$6 
OnaUombl* (howmrnr r^rM*nted)« 


Industry 

Ihe cost of money for idiatevor purpose end hovsrer errldeneed is 
sn essential cost of doing business^ goremnent or eoBnereisly end 
therefore should be allowed. Olher^se eonmez^al business would be 
required to bear tiie eost of financing goremaM m t work. 


Special Working Qroup RecacaBiendatlcp 

To remain unallowable^ except to add a statement In Sectlcm in 
of the ASI^ to indicate that the extent of a contractors total in^ 
westment in the performance of the mmtraet will be token Into 
consideration In the fixing of the asount of fee or profit to prorlde 
eonsistency In ASPR with the 60^20J( withholding poll^. 


RecoBwended Army Position 

Concur In the recomraendatlen of the Special VortdLng Qro«q>. 


mcT Hac<aiVHgna! cosas 


1 ^ 2/58 


(ee) Haat BeeolmCTioB Ceat» « fSJBBt i wew gt ion costs svt Hwsa 
toou Twtf Sa ibB MotosPtttim or fgf %lni Mpstncter*# fiiclXl’klM 

iQprosdlaftitcSiy XbB mvm €9diVtl2)ig SBBoftSjcteiljr jftiot te 

cnwBiffncffl i B at of ttw atlitazy ccntnet smrtc# fldJr wmr aa& tear «sHptaA« 
a s coBv et c loo coots sxc aoaaaUy cndXooBldLs cast^t tat tbc cost 9t rsoiySiy; 
eomnnent propcrtgr «bA the r s c t ont tloa or whabUttction costs csuscd tgr 
wttch. roassal. Bowevcr^ la special clmsBstsaees chsrc c^tgr so 41etctcs, 
c<M1tlffina1 costs oay be sUowsd to the caetsnt iwtaally ssrsed vgaa, 

Vbanever such costa arc given cooslfterstiop/ core lAkoOLd he CTcre tse d to ovoid 
through eUoesace os cnxtlDgEmeles, os oMitinnal profit or fee, 
or In other contmets* 
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X^jCOBAKDSC F(S HIS A3S13tA£T 2i^SST$Sf ^ 1 ? DE7ZS2B (^) 

Ropori oa CosirMt Co«t ?rlnttipl«« 


1 'tod two vlih DopartoMital ropr«««eiAU.T»* *o « 

raXIowHAp of ottf- 15 Ooiotor caotlim oa tho ooad priftOlploo» Wo «ro 
la goaonl agreostoat ttoV tlto prla^plao ao pretMdtttl/ <Ura«a aro ' 
b&slaalljr aouadU Hgfwovor^ baa^ m tbo Isdnstry prMOBtaUaao^ t«o 
ttoak ttero la a nood for furtbor aocaldontlM and ^retoUo otoBgo» 
la aeao dogroof «f tbo towsoot irostaeai of ap{41oablIit/t advaaco^^^^^^^^ v/^^ 
ondorataadtago^ advootiolag^ ooatolbotloao^ rosaarob aad iUrolapoanb^;, fc 
aad plaob ftooiaroraioo*^ la tbo pioooas of dovaloplac aov - 

-.laapac* la tbO' abofO .aroaOa); : 

W « * *»1iur aa ibo^ftooafob aad dwmUjMfc. prliMlplo' wi#- 
parUooIarlr oaeoataglaBi ifo aro aoir 4rafila.t a sow prlaoliOa ^ 

Kill oUalaaU oatlrolr tbo tarioos doilaltlo. 3 of tbo aortraX klada 
of raaMrcb» : Vo woald aln^igr provldo ihab any tt^po of y ogoar o h aad 
dovalopaaoti tdiiob lo dlvootljf rolatad to a prodaot llao v 

ooald to rooovofod XVllp^ ligr a oontnoiar to t o axUto ttob to porrtaoo v 
atob p todaott . All toooavoa aad dovolopasto cto rolatod to a i»«4toty • 
liao wold to ohargto aa aauooar lia a d itw to aap tjrpot of ototra«t«: ? 

IV f dlloto frem tto atoio» ttoV aagr roaoatair or dor^^^ooet oxpaaw ^ <7 
laoorrod. ) 9 ’ a eontractar^ adiiob ia dirootly raUtad to a wodtwV^ ^y .; 
idiloato' aro aot toflad^ wold to: borao-bf tbo eoatraotw^ , Mltb-- 
roapoot to ilHk not rolatod to a oooiraoV product liaot w idll Indleata^ 
Botboda of ooatrol otoT ootod^ aoob ao roviov of laciividoal. atopplss < 
liatOj, a por ooot ago toaw airaagaoiato a aaodam dollar liattati^ 

OF a ooBblaatioB ^ tboto aottodt* to ftol atrwglx tbaV ao otaadard^^^; V 
poMoataco oaa to pro««rlbod» tto DopartaMta also, agrad that to ; 7 
•boald provldo a aoorrtlnatod aotbod of amrlvlng at oor *Miard*v of a : 
coBb«a«Ur*d roooarda procsoa*. to tblalatbat tbo form.aomwt^ 
BOfotlaUd Ofcstoad fatoo at^ toll to aiod Ibr tbia .^ilst doiosalaailo^ 


’ AO jfOtt fotpaotodf X haVa dtao ootod tto ocgpooaatloa prlaalplo idtb 
tji^or toorotarj ^olotirto* Bo aoggoato that vo roeogslso tbata ^ 
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•AdnItiwUTi rvfUm <ip w i l 4 a » «• ««i atiljp hop* t« foeua on 
ilM ooi-ofoUM or anmoonoblo •iiooiloa* aiaoo this is tno, ho 
ngCtot* ihftt VO iqr to iajoot sooo flaw of thio approaoh into oor 
coot pfiatl^ to roUcoo oar poopilo of a difflcali udu Thio 
^^rooot wrald alao holp to o l ooo a poooUalo oponlag hootilo 
ciltloo itt ^pootflo oitaatioiio iBTolyiftg profit-^rlng plano» Sooratar^ 
Maolotpro lEtttoatod that ho vaa offorliii thio approaoh aa a sanation ; 
oaIjr» aai ho will not praoo for Ito adoption if no aaa not oaally* 
aotoooodato it* 1 aoo f o^ that iho Migcotioa hot oorit* and X ai 
ooBOonMd OBlx that wo do not rcroroo tho haoU approa^ to tho ostiro 
cot of ooot principLooo WO wtU cndocvor to draft laagaigo to aoooB»*» 
aodato Soarctargr Kaoljrtyr*i#; •oggootioo.-^y ■ 

X aa' attaohlag a ^pgr^ tho tranooript;: of tht. if dotobor aootihif 
togathor with a copgr of tho latoat Xadastrf iowmaato iddah wo raaoir^: 
thio aftonooa* X havo baaa iaf aiaad that tho Xaahlnoir ohd AlUod 
fradoato InaUtota will aahoit aoparato aaaoanto laiar this wak» f 
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AsatSsciJsf (S4L). — V 

MBMCRANDUM FOR THE ASSISTANT SECRETARI OF DEFENSE (S&L) ^ J-?. 


* 7 ^ ^ 7 . 

SUBJECT: Status Report on Contract Cost Principles - > ^ i 


I have had tvo meetings i«ith Departmental representatives as a 
follow-up of our 15 October meeting on the cost principles. We are 
in general agreement that the principles as presently draws are . 
basically sotmd. However, based on the Industry presentations, we 
think there is a need for further consideration and probable change, 
in some degree, of the present treatment of applicability,' advance 
understandings, advertising, contributions, research and development, 
and plant reconversion.^ We are in the process of developing new 
lAnguage in the above areas. 


Our meeting on the research and development principle was 
particularly encouraging. We are now drafting a new principle which 
will eliminate entirely the various definitions of the several kinds 
of research. We would; simply provide that any type of research and 
development idiich is directly related to a contract product line 
would be recovered fully by a contractor to the extent that we purchase 
such products. AH research and development not related to a product 
line would be charged as an overhead item* to any type of contract, - X 


jj xt follows from the above, that any research or development e^ense 
I incurred by a contractor^; which is directly related to a product 

* 1 t j L. 1 t ^ _ * ■9 


which we are not buying^ would be borne by the contractor. With 
respect to R&O not related tp a contract product line, we will Indicate 
; methods of control over costs, such aS; review of individual shopping 
lists, a percentage share arrangement, a maxi mum dollar limitation, 
or a^ combination of these methods. We feel strongly that no standard, 
percentage can be prescribed. The Departments also agree that we 
.'should provide a coordinated method of arriving at our xahare" of a 
contractor's research programs We think that the forum now used for 
f negotiated overhead rates may well be used for this joint detendnatlon. 


- As you requested, I have discussed the ccmipensatioh principle with 
Under Secretary MacIntyre. , He suggests, that we recognize that, in the 








If;?. 


administrative review of compensation, we can onl 7 hope to focus on 
the out-of-line or unreasonable situation* Since this is true, he 
suggests that we try to inject some flavor of this approach into otir 
cost principle to relieve our people of a difficult task. This 
approach wotild also help to close a possible opening for hostile 
critics in specific sitxaations involving profit-sharing plans. Secretary 
MacIntyre indicated that he was offering this approach as a suggestion 
only, and he will not press for its adoption if we can not easily 
acconHuodate it, I now feel that the suggestion has merit, and I am 
concerned only that we do not reverse the basic approach to- the entire 
set of cost principles, will endeavor to draft language to accom- 
modate Secretary MacIntyre »s suggestion. 

I am attaching a copy of the transcript of the 15 October meeting 
together with a copy of the latest Industry comments which we received 
this afternoon. I have been informed that the Machinery and Allied 
Products Institute will sulwnit separate comments later this week. 
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J. M. MAILOr (f 
CDB, SC, USN 

Staff Director, ASPR Division 
Office of Procurement Policy 


Inclosures 


2 


1 




W-A, 





OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, D. C. 


SUPPLY AND LOQISTfCS ■ 


2 Deeenbar 1958 








11Q«3RAI1DUH FCE TBS ASSISTANT SECEBTARr OF DSSNSB (SUFPLX AND LCXilSTICS) 
SlJBJECTs Status Report on Contract Cost Principles 

I hare eantlnued to laeet regularly ulth Departmental. represeotatlTes 
on both the wain body o£. cost p rin c i ples aiid the research developnent 
principle. With respect to the latter, I can now report substantial 
agre«aent, I an attaching a draft of this principle iMch 1s currently 
being dreulated for final comment, I eaq)ect that our recoomendatlon 
/to you will be substantially as indicated in the attached draft. You 
note that we hare adopted the latest industry proposal, which was submitted , 
in Mr, leathe«*s letter of November 7, 1958, almost word for word. We have, ' 
however, added our safeguard in paragraph 8 of the attached drafts Our 
committee is flxnly and unanimously of the view that this approach 1s the ‘ 
only practical one. 

We have finished our review of the indust:^ ccmments with respect to 
particular items of cost. We will recommend a change in the title of the 
section (to Coniract Cost Principles and Procdures), Additionally, we have 
agreed at a revision of the treatment of advanced understandings, rentals 
and plant reconversions costs. We will present a revised proposal on 
advertising costs, conpensatlon and contributions and donations, although 
our reconmendations in these latter three eases will not be uxtanimous, 

Wb are currently working on a revision of the applicability section. As 
indicated by the industry connextts, this section holds the key to the entire 
package. There is developing within the Departments, particularly in the 
Navy and Air Force, a basie fear that we may be trying to go too far in making 
our cost prlnei^es applicable in the flzed^priee area, I am told that these 
sootiments have at least some backing at the Secretarial level. The Any 
position is not clear at the moment, although there is agreement with ^e 
Navy and Air Force thinking at the Army staff level. We will meet again on 
Thursday of this week to oideavor to draft a revision of the applicability 
section which will have the effect of lessening the impact of the cost 
principles in the fixed-price area, but which, on the other hand, will not 
leave a void in this area as currently exists. I do not intend to lot this 
disagreement on applicability dh*ag on? however, I think that we owe it to 
industry to seriously reconsider our previous position in this most basic 
portion of the cost principles. 


Subjs Status Report on Contract Cost Principles 
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It la aqr hops that ve can prorLde you and the other Materiel 
Secretaries idth a specific proposal ,f or yotir further consideration the 
end of next week* 


1 Xncl 

Draft dtd 1 Dee 58 


^Cdr, SC, USH '' 

Staff. Director, ASPR DirLsion 
Office of Procurement Policy 
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Memo for Mr J* Mi Malloy, OASD (SM.), Subject* Caaprebenalve Coat 

Prlnciplat, dtd A Dec 50 (Cont’4) 

and Bhould be adhered to, irltli a apecific cayeat againat "fonnula 
pricing" of Bueh contracta* In thla reapect, it appeal^ adrlaable^ 
to in Sectioa X? aome of tbe language of Sectidn^IH Part 8, 

aa cited In paragraph 6 abore, ^ch viH allay induatry"a feara of 
"Pormula piriLcing"* 

d. It moat, deaplte the foregoing, mahe clei^ that in pricing 
Incentire and redeteimlnable typ* contracta, there vUl perforce be ’ 
greater vel^ placed on coat conaideratlona than la neceaaaty in the 
other fixed-price -^npoa of contracta. 

e. It may be more practicable to break, out all- of the fore*- 
going except a* aa a aeparate abort Fart in Section X7, vlth a croaa- 
reference thereto in the Part 2 "Applicabili-^" aection* Thia vlll 
clearly form a of demarcation, and at the.aaae tine vlU enable 

ua to eatabliah true "prlnciplea" for the fixed-price variety of contracta. 

. 9* Aa you hare undoubtedly obaerred^ the Ideaa expreaaed herein ^ v 
do not'repreaent too radical a departure frea the current concept. 

Yet, I feel they go a long way tovaxda aecennodating vhat I ccmalder - 
to be a fhndaiBentally aound Induatry poaition on appldcabili'^i. At 
the aaae: time, we will not hare placed ouraelvea in an indefenaible^^^^^^^h^^^^^^^^^^^^^^^^^^ 
j^aitlon with reapect to the General. Accounting 

10* I aa fumlahlng coplea of thia paper to the^other repreaentativea 
oh our woricing group in the expectation that it may bd poaaible, at, - ■ 
our meeting thia afternoon, to draft aome apecific reccaamendatlona 
for language along theae linea to go in Section X7. You will recall 
that I' hare generally adhered to the feelings expreaaed by the departmental 
repreaentatirea at our laat meeting.- 



0. 44 VSCCHIE!I!TI‘ 


ccj Liw Cdl* Tbybon^ (Aimv) 

(Havy)_ 

" : M^ Kilgore (080) 



Memo for Cdr J* M* Btellay* QASD(S&L), Subject: Cognprehensiye Cost 
Principle#^ 4 td l^ Dec 58 (Cont’d) . . 

Diidostsijr zecogxilxes this fact* Ifr* Icatbem. stated^ at the October 
1958 mertlogs **Z don*btbla]£ aoy of us In Industry vlll argue on cost' 
relaburseawnt type contracts nor on Incenttre type contracts or price 
redetemlnation type contracts. In vblch from the outset ve hare accepted 
costs as a pricing techniQpe, but ve object very strenoously to being 
subjected to cost deteznlnations vben ve did not accept this type of 
determination in establishing the price frcai the outset of the contract* ' 

d* There can (and should) be included in the principles a 
direct ccTeat. against "formula pricing”* In those cases (in fixed* 
price type contracts) vbere cost estimates. are a factor, primary 
concern is vi'Ui the level of estimated costs and second^ concern 
vlth the types of costs Included in estimates*- This is esj^elally 
true in areas of prospective pricing, ^re costs estd^tes are not 
the sole determinant for pricing* The Government "should provide the 
best incentive to efficiency be negotiating prices ahlch vill encourage 
contractors to control costs* 

7 * None of the fore^^lng is intended to conveys the thon^it that 
our people should not - lAere cost, analysis is reqiuir^ in negotiating a 
fixed-price type contract - utilize the cost prlneiplts as an aid in > . 
their evaluation of the contractor's proposals . I feel'tbat- ve are on 
basically sound grounds in the concept underlying- '^e- proposed conqprehensive 
set, but that ve have been too cautious in, our terminology (to avoid 
giving the impression of complete abandonment of our right to question 
certain: costs), particularly in our zealoosness to retain the "comprehensive” 
concept*. ; . . 

8 * To get more speclfle as to the contents and. conposition of 
the "jtpplicablllty" section, the foUovlcg observations are submitted 
for consideration by our vozklng group t 

a; It s ho uld state clearly ttet the principles are mandatorlly 
ipplicable to> and should be incorporated reference- in, cost- 
relmbursaunxt -^rpe contracts (this includea terminations of such contracts)* 

■;.?'-.;b*. It s hou ld state specifically that formally adrertlsed - 
contracts are not subject to the principles (terminations vill be subject 
to the spplicdble principles sei forth in ASBSL Section TUI)* 

. ' b*- It should state that, as to the fixed-price type of 
contracts^ the provisions of iSEB. Section m. Part 8 are governing 
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Memo for Cdr J« M« Malloy/ OASD (S&L)/ 3 uO;]eet: CcoqprehenslTe Coat 
Prlnciplemj dtd V Dec 58 (ConV.d) - - . 

effectlTanesc of the aethodc of price analysis outlined in ASPR 3-808.2 
the aaraast of the propoaed eozrtraet> and the coat and time needed * 
to acetomlate the Inf oznatloa neceaaary for analyaia* When coat 
analyals la undertaken^ the contracting off leer moat exerciae 
Judgnent in determining the extent Of the analyaia. * (The 
la 3-808.3 la too lengthy to incorporate herein^ It la hovererj 
highly algnlfleant In eonaiderlng the problem at hand^ netting 
forth aa It doea con^rehenalre treatment on the ttae of coat 
analyaia.) 

3*808.6 "When purchaaea- of atandard commercial or 
modified atandard cooanerelal Itema are to be made from aole aource 
auppllera, uae of the technlquea of price and coat analyaia may 
not alvaya be poaalble. In auek Inatancea.. . .the contractor* a 
price Hata. ..... ahould be examined. . . .and negotlatlona condneted 

on the baala of the **beat uaer/***^at favored cuatoiBer* or almllar 
practice cuatomarlly. followed by. the contractor.* 

b. In Implementing .ASER Section IH Part 8; the dPPI contained 
the following pertinent provlaionat 

3*808.1 ■Under f lxed*prlcfr contracta, 
redetemlnable typea, pricea are-to be negotlated> not aeparmte 
elementa of coat plua profit. In many caaeaj, - a breakdovn of price 
Into coat ai^ profit elementa will be uaeful In the proceaa. of 
analyaia/ ev^uatlon^ and negotiation of propoaed pricea^- A 
negotiated price la the baala for payment to a contractor under 
fixed-price type contracta; allowable coata are the baala for 
relmburaement under coat-irelmburaement. contracta.* 

3 *809(a)(2) *Audltora do not recommend 'dlaalloHanoe* 


of coata under fixed-price type contracta aa they do under coat— 

reimburaement type contracta becauae' coata are not relndntraed, 

paid. Therefore; anditora *queation*' coata In advlaory 
reporta. Tbe contracting officer; in negotiating price^ will, 
take auch queationed coata into conalderatiocy exerciaing judgment 
In thia ana and giving due regard to the fact that prlcea. not 
coata,; are finally negotiated-* 

o. Bie uae of coat prlnclplea In tha fixed price area need not 
be abandoned or loat, it need only be put more aharply into proper 
perapective, conalatent with the above cited ASFR and APPI proviaiona. 





Nemo foT Cdr J« M* MAllojr^ OASD (S&L)^ Subject t Ccnq^rebenelye Cosb 
PTlnelplet^: dtd 1|> Dee 5d (Coat'd) 

at the am& t±ae preeerrlng the Oofrernment'e ability to price effectively 
Ita fixed-price type of contraote^ lriclud1.ng the conelderatlon of cost ^ 
data in areaa vhere this is essential, eg*, incentive and redeteznlhable 
contracts*: 

6* In support of revision of the ■^UcablUty" section as 
stated abore, the foUoving points are offered: 

a. It is in keeping with the basic preaises of ASP& Section IH 
Bart 8, "Price Negotiation Techniques," frooi irtilch the following ' 

pertinent excerpts are listed: 

3-807(a) "When products aare sold la the open maAet, 
costs are not necessarily the controlling factor in establishing 
a particular seller's price* Similarly, where eai5>etltloa may 
be IneffectiTe or lacking , estimated costs plus estimated profit 
are not the only pricing criteria***** The objective of the 
contracting officer shall be to negotiate fair and reasonable 
prices in which due weight is given to all relevant factors, 
including thoser in dSPR 3-101*."; , 4 

3*807 (h ) "Vhlle the public interest requires that 
excessive profits be- avoided, the cootracting officer should 
not become so pre-occc^led with particular elenehts of a 
contractor's estimate of cost and profits that the most Important 
consideration, the total price Itself, is distort^ or diminished 
in. its significance*" 

l-807(c) "A fair and reasonable profit cftonort be - 
by sloqply applying a certain predeteznined percentage to the 
cost estimate or selling parice-of a product*" 

. 3i808.2(c) "Roufiji yardsticks may be developed* * ** to 

point up apparent gross Inconslsteneiea irtiieh sh onii d be subjected 
to actional pricing techniques^ Including cost analysis* Such 
yardsticks ah em Id be considered as an Indispensable adjunct to 
cost analysis, since a study of a single offeror's estimated 
^ source situations will not indicate whether the 
piTQposed price is fair and reasonable in conparlson with, other 
^ prodbi0bs-‘ of tihe ssae kijad#*' - 

' 3-808*3 (a) "The need for cost analysis depends on the 


S; 




iiC 


, ' DEPARTMENT.OF THE AIR FORCE- 

; . ; HEADQUARTERS UNITED STATES AIR FORCS ; 

;. >---^^:;‘'vwKSWNqTON 

December .- 1958 

NEMOBiudxnC OASD (sil) ; ^ 


•>. 

li-r.-. 


subject X CQn^t^nclTe Coat Frificlplec 
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1* ^ Thli^- la In COTpilance- vitb^your req;ceat at oust meetln®. on ^ 
2 December 1998^ that X fbrnlab yon « yrltten^reaumc: on Ry tblsklngt* 
on -the "Applicability” aa^ of the aub jeet prlnclplea*. ; I^at aore 
you eon: appreciate the faot>that«y due* tcitha llalted. tlae? a^^ 

;■ for preparation^ thea« ttoughth ore: for frott bei^ In* f Inlohed: fpm^\ 
: They vUl,.. ho«eTer> aerre aa ap^^ala^fpr^ farther dlacuaalon lit our^l; 
efforta ta reach a ccan^ ground:; ta preaent; ibt the Secsetorlea^ Thlia 
paper;. 'of ;.cbane^ ' doea^^ o^T-^ puiport; tiifpxeaent; n.: f oiMl.V''*llztyozce ' 

poaltlbi^^-'''' ' -^v 






f :,ltt- their’ preaent^.fpxm'f^' 01^ evenK rlw m.. r c aa C nO b le-;: degpeeis ^ -llberallga:^on;^tl' •'*': •■ 
:^and?,clarl^ of.; ceHoin; ; apeclf 1 «^; Indivlds^ caimot-!j^;t^;^^ 

'“b®^ laaued' ewept by^^ a;unlloteral.decialp^ DepOrtmei^ 


• i' , 


s 


l-zz. 


V ■; yV^^ta'do; iaoi^bver^the- proteatr of. Induatryi,.**^:'^ * 

^ ; .;;;■ ',i i:-; %jr- 

3.*-'- Tbere?'is®pear»;1^be"but> tWo*'oit^^ )a 

' j;%, ’-r-rae^of:' piAi^ ba^laauedif ; a^ ^ ^ ^.-c 

A-; tte/patte'of^in^^ ■ ZZZZ'ZZ-- 

'Aeceptanoc|ofc:' Indnirtay^. "id^ cone<q^ jiuj4;,rel3|^^ 

thoCteirta .of reaaonahl<weaa:- and. adio^^ 




'Aeceptance|o£:' Indnat^*^. *aU^ cone<9# di^.rely^^ 


on the^ teata of 






: b»-..' :B^aloh?of’^:-th% 


i^':’aeetlon-; -to-: recognise^' 
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■^i:0\i;s>Pz indttitxy : iro^^ forM*fV(2i;;^ 

ziot .’cppalde^^ be;a{pr^la!t^. lst'(kRrMrhn^^ 

Z' donticactlug;^ for the .reoaohaP; otrtllned-by^-Uie 'OiCTerifflen^ ; 








* ■ -^^-^On. tha'^other. hand^ 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 29. O. C. 


SUPPLY AND LOQISneS>'^ 


10 Bbyeniber 19 ^ 


MBUQRAHDatt FOR m ASSISZABT SBCHEZART OF DE P fflI SB (SCPBUT ABD LOGISTICS) 

SOBJBCT: AllovafaUlty of RroTlt-Sbariog Flaas U bde r Current Air Force 
' ■ ‘ ■ Coatrects- " 




; Qie Air Force ha« again raised the prohle% tj telephone incpiiiT 
froB. Max GoIden> of the action tdiich should he taken ulth respect to 
the sdloeahili't^ of profit-sharing plans under cionent contracts* I^ 
understand that the great oaioritF of Air Force contractors are refusing, 
to negotiate final prices under incentive and price, redeteminahle con* 
tracts in yiev of the prohabUll^ of an ianlnent chai«e in Air Forcen 
poldc^&Td'IA: reqpect to the allo«ahilit]r of profit-sharing plans*. 

Air Faroe is deairotts of hreaking this staleaate and is aakii^ for our 
acquiescence to s change in Air Force policF iddch, wuldi. recognize 
.these: expenses as:- allowahle*.::'' ...v ■■ 

' As Fcrd rocali/ t^^ thsir ASFB nm 

respect to proftti>sharing^ a^^ it apices, to fixed price oontracts*^^. Al<4.?\ 
thou gh proflt-abaring is not- nsntioned spedfica lly^ the present Sectio 


coagpensatioa* nM ArsiF and Bk ?7 have alvajs. treated profit* 

' aharing ,as a^oiia.on of over-all eoaqpenaatioxu^ !Qiere is no eXLstiagC^^^^^ 
regulation from our office idiiok eou3A pireve n ir the Air^^ F^ 
ing» its ova poli^; so as to recocpxLza pr^t-sharing: as an sdlovahle . 
eo8t*.;vQD«eTer/j I.heli^ Fpn had pr^ou^ inUeated.that.the^?>^ 
Ain Force should:, xiot chax^ tlieir cu rrenb:p6licy until a final decision k 
lia^jtMs nattar^lrtui ro 'lfcBLroy*':t ’'-F:- sw 

It' se«SHi.Vl^''ae''.that the oaintra^ status 'q^ao-’in ..tSds- '".Vf'- 

f ia^ortant: area aag^ sell inroke a^ suhstanti^ hardship on hoth the Aif^c^ > 
Force and its coBtraeters«r.v I; knor of no seatiaiiRit at the presentr tine . 4: 
tha^, sovdA^indteate: that t^ prellnrtnary decisipn taken 

''Mr#;Ms8Lfoiy^ changed^^V Ils vi'ev of 'this’ situatioa^:;I'reccaBMad/'’^'.''s-’ 

that^ sn aMaec t^ Force that; thero ubnld h^ no objection fron thiSA. 

offiee>ti Air ForiM policy thioh. uould treat profit*4;:« ^ ^ 

aharing^plins te a portion of 'over-all.. ccnqpaBBatioa^ subject of. couraa < 
^to ths over^llstast of yAftjirtweiai AtiAii«ygt tlutt set forth in our>^ 
’lataat\dhaft;'of/tha conprehanaive' i^:.of.: co'atv'po^ ^ . ' 


' j* M. mixn h 
oax; aCr XJsa ^ 
staff Iiroctor> ASPS Slvlaionv 
Ofttoa of RocureiBent: B0U07, ' 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25. D.C. . 


SUPPLY AND LOOISnCSc^^S-'^ 


CSL 


29 December 1958 


MEMOUNDim FOR THE ASS3STAOT SBCRETJffll (T DEFEIBK (SOPEiy AIID LOIIS^ ; 
SUBJECT* ■ Contract Cost Principles ,; 


. l*:^;; Ati your direction, I have held numerous meetings wLth^ ^ep^esehta«^^^^^^^^^ 
‘ ■ tives of IJie Military Departments and the Assistant Secretarjr^of. Defense.- 
- (Co#tr6ller)* to> consider the contract cost principles li- th^li^t^ of :. 



' tiye has been, td ; take, a fresh loolc, at the eatlrg phiTo-Wia^hy nri d^V ly ing 
ounpast efforts> to develop a scM)alled con^rehensive. set ^ Vj^i- 

principlesi^ Additionally, we have revlewedf tfis individu^^ cost#®>^ 

and*; ouz^ recommendations in this regard are? set ^f orth 

•; 2i?i ' 'S^arate‘.meetings . were' held 'on^thS 'research^ and^ ^TOlopawhiS'" 
principle with additional representatives of the Mildtary; 
and this office 'Mho are concerned directly idth the Departaient.ef Defew 
-reseanh program* ; We have agreed- on s substantial re'vlslnni.df * ourCprei^^^^ . 

■rioualdraft of' this principle and- this, newv^draft has been sentttn. -^ 

•various; Assistant Secretaries for ah eaqiressioh of their .'vleWi^- ^ 

•*'. v;--- V ■> ■_ ■ - ..r ^ • ■■ c - Tv \ C... • ..V': •• 

V;S; ’3*^ ’ There'v Is attached^ as: ish A^ a region, of certain port! oT ' " T 

■thd cost principl^^^ changes.]are summarized as follow 5 >.v-^>V^^^^^^^^^^^^^ 

V.-V.TT A*;.-> Titlev r Changed to, ■Contract^ C oat- Principles: 'P-'Py:}P}''.P; 

k KliS: change is madev'to counter the ;±ndusto^ ’ ” 

' cl aim that.ws; have included' procedural-, and: instruetdonal^;: T ' 

‘ material iU; addition- to. ■principles* ♦; We. feel- 'that^ Vv" v vXl' 

. detail: ihich is included' is the Tnirriiriintii- iWcaffafy f or ^ T-'- ' ' 

'• rf-t'yl ■■■ ■' T^ T^T'. v 

Understanc^jigs*^ . This prinei^ has been, chang^" tCi . 
indicate that; ^i^«./absencd of such- an advancs-agree»*T * T • 
f on any element ofVcos't 'will?no'bj in its elf ^ serveTto' T 

^ ' Wf?'- T element either allowabli^ or xxnallowableffvV A<h^ 

a^ we ha've segregat*^' ;the. itemai'^ifor •vhich acLvahee iind wr^v 
' standings are .“noiroallj^' essential*; frcmt- •fchoaa .. ■Aera n-he:'i:^ -- ;* 

■ T:'. -It. ."normally appropriatef #:.?T ; TV " ■ T -T-’ ' ^ ^ T ' ' / ' V* ' ^ ' ’’ 




’ ,.^T’ -vT. 




V- : •/' 



c. 


Direct Costing* We recommend certain technical changes 
^ care of a concept which was 

inadvertently omitted and to avoid duplication of charges 
certain circumstances* 

D. Advertising* This principle has been liberalized sometdiat 
to includetixe cost of eadiibits sponsored by the Government 
as well as advertising for scarce materials or disposing 
of scrap or surplus materials* 

E- Contributions and Donations* We have made a substantive 
change in this principle f^allow the costs of reasonable 
contributions to established nonprofit charitable organiza- 
tions. It is our feeling that industry fully substantiated 
g type of cost as an unavoidable expense* We do not 
believe that we have opened "Pandora’s box" and, further, 
we feel that no insurmountable problems of . admits tration 
will be encountered* 

The Air Force representative does not concur in the 
above recommendation feeling that, as proposed, this 
principle would open the door to further demands by 
industry, as well as lead to abuses and complex administra- 
tive problems* 

F* Interest* While we recommend that interest costs remain 
unaUow£^le, we propose an addition to ASFR 3-608*U to 
indicate that the extent of a contractor's total investment 
in the performance of the contract will be taken into 
consideration in the fixing of the amount of the fee or 
profit* 

G* Plant Reconversion Costs* This principle has been 

liberalized to allow addi'tional costa by mutual agreement 
idiere equity so dictates in special circumstances* 

H, Rental Costs* This principle has been liberalized to 
include "market conditions in the area" as a test of 
reasonableness of rental costs* 

1^* I am attaching as Tab B, a suggested revision of the con^nsation 
principle* The objective of this revision is to recognize that in the 
determination of the reasonableness cf total condensation, contracting 
officers, as a practical matter, can only cope with the unreasonable or 
out of itna situation* Since this is true, it is felt that we shoxild 
inject some flavor of this approach into our cost principle to assist 
contracting officers in an extremely difficult area of contract- adminis- 
tration. The substance of this revision is currently contained in 
paragraph Sk-90$ (a) of the Air Force Procurement Instructions* 



5* We have spent most of our time in reviewing our previous position 
with respect to the Applicability section of the principles since it is 
the most controversial area both within the Department of Defense and 
with industry* In our review of industry comments, we have taken 
particular note of the strong protests lodged against the plication of 
detailed cost principles to contracts of the fixed-price type, Iiftiile we 
never intended to utilize the cost principles as a detailed blueprint 
for the establishment of prices in the fixed-price area, we feel that 
industry is justified in their objections to our previous drafts in this 
regard. In addition to the industry protests, the Military Departments 
have expressed a strong desire that our regulations specifically recognize 
the pricing principles incorporated in ASPR Section III, Part 8, as the 
basic guidelines for the determination of fair and reasonable prices for 
fixed-price type contracts. This approach is in contradistinction to our 
previous draft which, however artfully worded, gives the unmistakeable 
flavor of pricing by formula. Procurement personnel of all of the 
Departments are apprehensive lest contracting officers use the cost 
principles as a crutch to avoid criticism, to the detriment of our 
generally accepted pricing philosophy. They have maintained, as did 
industry, that this will be the inevitable result of our previous approach 
regardless of our intent to the contrary. 

Our overall analysis of the specific items of cost as now 
recommended is that they are fair and equitable for strict application to 
cost type contracts. In reviewing any of the specific items of cost, we 
are necessarily primarily concerned with respect to their allowability 
in the riskless cost type contract. We feel that we should be more 
conservative, more detailed, and more specific in this type of contract 
than in those of the fixed-price type. 


The need for cost a nal ysis with respect to fixed-price type 
contracts varies in a broad spectrum. In the final pricing of incentive 
contracts, major reliance must be placed on costs. In redeterminable 
type contracts, we are generally looking ahead and, vtxile cost analysis 
is ^ important factor in establishing fair and reasonable prices, it 
imst be used judici^sly and not slavishly. In firm fixed-price contracts, 
the use c£ cost analysis and the detail of its use varies on a broad 
scale. As we endeavor to fit a given set of cost principles, tailored 
as they must necessarily be to the cost- type contract, to these many and 
vaiaed pricing situations, we run the great danger of so inhibiting our 
cwtracti^ personnel that the inherent advantages of fixed-price contracts 

and our pricing techniques will be lost. 


^We have previously been guided and influenced by the truism that 
a cost ^ regardless of the type of contract®. We do not take 

issue with this generality; however, to give effect to this principle 
tends to result in a detailed evaluation of costs in most instance^ This 
motivation for specificity in the evaluation of a price will ineviti>ly lead 

^ situations in which we need be concerned 

only wito the general level of estimated costs and secondarily with the 
types of costs included in the estimate. ^ 
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We have stated repeatedly in ASPR that the negotiation of a fair 
and reasonable price requires the exercise of good business Judgment, The 
exercise of this Judgment requires flexibility in the negotiation process 
to concentrate on the major elements of a price. Negotiation implies and 
demands a give and take approach so as to arrive at a mutually acceptable 
fair and reasonable price. In this atmosphere of give and take (not 
adamant dictation by one party to the negotiation) it is essential that 
the Government negotiator be provided with, .the flexibility to recognize 
the validity of a contractor's requests xjith respect to aiy^ement of 
cost in return for a more advantageous concession by the contractor with 
respect to another element of the price. 

The observations set forth above are not new. They are the 
basic and inherent problems idilch have prevented an easy resolution to 
this question over the past few years. If the principles are issued 
with their applicability as Set forth in the 21 August 1958 draft, we 
can look forward to continued and violent disagreement with industry. 

We can foresee future misunderstanding on the part of contracting officers 
as they endeavor to reconcile the s^jplic ability of the cost principles 
with the pricing techniques of A5PR Section III, Fart 8, We can expect 
pressure toward formula pricing emanating from, reviewing authorities such 
as the General Accounting Office, 

In majay respects, ^ire find ourselves bn the horns of a dilemma. 

Some members of the working group strongly advocated a complete separation. ' 
of all fixed-price type contracts from any tie-in with the cost principles. 
They would create a separate part in Section XV to cover fixed-price type 
contracts in xAich the principles would not be used as a '•guide** since 
previous experience in using the present Section XV, Part. 2, as. a guide in 
pricing fixed-price contracts had resulted in formula pricing. The 
majority, however, while cpncurring in the concept of a separate part for 
fixed-price contracts, believes that since cost analysis is an inportant 
factor in pricing many fixed-price contracts > we need to state that the 
cost principles will be used “to provide general guidance" in the pricing 
of such contracts. While recognizing that even this latter tie-in to the 
principles runs the danger of some formula pricing, it is recommended here 
as a middle ground idiich offers the best accommodation of the many conflict- 
ing points of view which are involved. 

While we have redrafted the Applicability Section many times, 
we are not able to present a fully coordinated new draft at the present 
time. Tab C, attached, appears to offer the most practical solution. 

It is famished herewith to serve as the basis for future discussions of 
the basic policy questions underlying the resolution of this difficult 
problem. 


u 


^ The representative of the Assistant Secretary of Defense (Comptroller^ 

does not concur with the views e:q)re3sed herein. It is his view that to 
the extent costs are a factor in pricing, they should be evaluated on a 
uniform basis regardless of the type of contract involved. He believes 
that the present proposal is inconsistent with the policy previously 
established after thorough consideration at the highest levels within the 
Department, and that the Applicability section contained in the 21 August 
1958 draft, with certain minor revisions, should be retained. 


3 Incls 

1, Tab A 

2, Tab B 

3, Tab C 



, wv/,. 

'Staff Director, ASHl Division 
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12/9/58 


TITLE OF SECTION 

In order to avoid the charge that ASPR See* X7 is not "Cost Principles" 
as the present title notild indicate, ' we recommend that the title be changed 
to "Contract Cost Principles and Procedures*". 


UNDTOSTAMDIHOS 

Modify’ l5~20U*l(b) of the 21 August draft to read as foUowst 

"•••Such agreement may be Initiated by contracting officers individually or 
Jointly for all defense woric of the contractor, as may be appropriate* Any 
such agreement shotild be incorporated in cost^reimbursement type contracts 
or made a part' of the contract file in the case of negotiated fixed-price 
type contracts, and should govera the cost dsternihations covered thereby 
thraughout the perfoxmance of the related contract* The absence of such an 
advance agreement on any element of cost will not. In itself, serve to make 
that element either allowable or unallowable* However, the nature of certain 
costs is such that advance agreements are nozmally essential* These aret 

(1) precontract costs (ASPR 15^20U*2 (dd))i 
(iiV rcyaltieo'(ASPR 15-20U.2 (JJ))} 

(ill) travel costs, as related to special or mass personnel 

movement (ASFR 15-20U*2 (ss)(5))j ^ 

Examples of others for idilch such agreements are nozmally appzmpriate, though 
not essential, arer 

(iv> use chaises for' fully d^eciated assets (ASPR 15-20U*2 (i)(6))j 
(v) compensation for personal services (ASPR 15-20U*2 (f))j 
(vi) defexred maintenance costs (ASPR 15-20U*2 (t)(l)(ii))i 
('^i) rasearch and di^lopment costs (ASPR 15**20U*2 (ii)(6);; and 
(tiii) selling and distribution costs (ASIR 15-20U*2 (kk)(2))*" 


DIRECT COSTIMS 

m order to take care of a concept which' had been Inadvertantly omitted 
and to avoid duplication of charges under certain clz'cumstances, we racommend 
addition of. the following sentence at the end of l5-202(a)t 

l5-202(a) Adds 

"When items ordinarily chargeable as Indirect costs aim charged to Qovenanent 
work as direct costs, the coat of like items applicable to other voxk of the 
contractor must be eliminated from indirect costs allocated to Goveziraent WDik*** 
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TAB A 


•V 


12/9/58 


ADVERTISING 

I5~20lt«2 Liatlag of Costs . 

(a) Advertising Costs, 

(1) Advertising costs include the cost of advertising media 
and eorollai7 administrative costs'* Advertising media Include magazines, 
newspapers, radio and television programs, direct mall, trade papers, outdoor 
advertising, dealer cards and window displays, conventions, e^diiblta, free 
goods and samples, and sales literature* The following advertising costs are 
allowablet 

(t) ^vertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
journals which are valuable for the dis semination 
of technical information within the contractor’s 
industry; and 

(ii) help wanted advertising, as set forth in (gg) below, 
when considered in conjunction with all other 
recruitment costs* i 

(lii) costs of participatiOT in exhibits sponsored by the 
Government for the purpose of developing military . 
applications of products* 

(Iv) advertising relating to accom{GJLshment of the 
contract mission for the purpose of obtaining 
scarce materials or equipment, or disposing of 
scrap or surplus materials* 

(2) Except as provided in (iii) and (It) above, all advertising 
which offers products for sale is unallowable* 


COMTRIBUTIOM3' AND DONATIOHS 

Reasonable contributions and donations to established nonprofit charitable 
oganizations are allowable provided they are eacpected of the contractor by the 
community and it can reasonably be es^ected that the prestige of the contractor 
in the conmunity would suffer through the lack of such contributions* 


The propriety of the amount of pazilcular contributions and the aggregate 
thereof for each fiscal period must ordinarily bo judged in the light of the 
pattern of past contributions, particularly those made prior to the placing 
of Government contracts. The amount of each allowable contribution must bo 
deductible for purposes of Federal income tax, but this condition does not, 
in itself, justify allowability as a contract cost* 


<*/ 
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TAB A 


12/9/58 


imEREST OK BCfRROWINGS 

Proposal t Maintain unallowability of interest as a COST^ but re'vlsed profit 
policy appealing in ASPR 3-808 ,U by adding a new subparagraph (d) and 
relettexing the remaining subparagraphs* The inserted paragraph will reads 

«d* Extent of the Contractor’s investment, // 

— — ■ — 

The extent of a contractor's total investment^ in the performance of 
the contract will be taken into consideration in the fixing of the amount of the 
fee or profit," 


PLAOT H EC O MV ERSION COSTS 

- 

(cc) Plant Reconversion Costs, Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's facilities 
to approximately the same condition existing immediately prior to the 
commencement of the mllitazy contract work^ fair wear and tear excepted. 
Reconversion costs are noraally unallowable except for the cost of removing 
Government property and the restoration or rehabilitation costs caused by^ 
such removal. However, in special circumstances where equity so dictates/ 
additional costs may be allowed to the extent mutually agreed upon, 

Whenever such costs are given consideration, care should be exercised to 
avoid duplication through allowance as contingencies, as additional profit or 
fee, or in other contracts. 


REMTAL CCgrS 

(hh) Rental Costs, Clncluding Sale and Leaseback of Tiacilities) , 
Revise paragraph (1) of the prlnclfG^ to read as follows > 

(1) Rental costs of land, building, and equipment and other 
personal property are allowable if the rates are reasonable in light of 
such factors as m^ket conditions in the area, the type, life expectancy, 
condition, and value of the facilitiee leaseol, options available, and other 
provisions of the rental agreement,' ^plicatloh of those factors involves 
along ]with o^Mer eon^derati-ons comparison of rental costs with costs which 
woula be allocable if ike facilities were owned by the contractor. 
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DfiAFT 

15 Dec 58/JWM 

COMPENaATIOH 

A. To take care of the glgaatlc prohlea incident to an exaaination of ALL 
eong>en8ation plana, change paragraph (h) aa foUova: 

Coapenaation la reaaonahle to the extent that the total aaoant 
paid or accmed ia eoBBenaorate vlth coapenaation paid xmder the 
contractor ' a eatabliahed policy and confoxaa generally to coiq)ai8a- 
tlon paid by other eontractora of the aaae alze, in the wf i aft 
induatry, or in the aaae geographic area, ^ for alBllar aervlcea. 

In the a dBlniatration of thia principle, it la recognized that ; 
not erery eoig>en8ation eaae need be anb.leeted in detail to the 
teata« Such t ^eata jieedje_^]aglied_OB^]r_tQ^j^oBa^^ 2 i^^ 
id^ich a general rerle y rereala aaonnta or typea of _c 2 | 32 ^ ^ti'on 
^eh appear nnreaaonable or otheraiae oat of line« Hoaerer, 
certain eonditiona gire rice to the need for apecial conaideration 
and poaaible liaitation aa to allovability for contract coat 

porpoaea idiere aaoanta appear exceaaire. Awrmg aneh eonditiona 

< 

are the foUovingt etc.” 

B* lake care of the paat aerrice penaion creMi problen 1^ the 

l^ae "for aerrlcea earreatly rendered" fro« 15-204.2(F)(6)a, and inaert 
at the be gin n ing of paragratfi b(i); 

"accept for paat aerrice penaion coata, it la for aerrlcea 
rendered daring the contract period." ' 
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TAB B 


Part 7 “ Fixed-Price Type Contracts 


15*700- Scope of Paart,' This Part sets forth the gttldellnes to he 
used for the evaluation of costs In negotiated fixed-price type contracts. 
Incl u di n g teinlnatlons thereof , In those Instances idier^ such evmTuatlon 
Is required to estahllah prices for such contracts* "Fixed-price type" 
contracts Include, for purposes of this Part, the following: 

(l) firm fixed-price contracts (ASPR 3-U03.I) 

(11) fixed-price contracts with escalation (ASPS 3-to3,2) 

(Ui) fixed-price contracts providing for the redetermlnatlon 
of price (asps 3-*»03.3) 

(iv) fixed-price Incentive contracts (ASPB 3-to3.lt-) 

(▼) non-cost- Mlmbursahle portion of time materials 
contracts (ASPfi 3-to5.l) 

15*701 Basle Considerations, (a) Under fixed-price type contracts, 
prices, not separate elmaents of cost plus profit, are to he negotiated. 

A negotiated price Is the basis for pigment to a contractor under fixed- 
price -type eontraetsj allovahle costs are the hasls for reltabursenent 
imder.eost-relnibarseaent type eontraets. Accordingly, the policies and 
procednres of ASPB Section ZH, Fart 8, are governing and «>»*•» i he followed 
In *010 nesotlatlon of flxedpprlce type contracts. 

(h) ^ recognized In ASPB Section III, Fart 8, then are within 
the fixed-price type category of contracts certain situations, e.g.. 
Incentive and redetermlnahle contracts. In 'tdilch costs are a significant 
factor In the negotiation of prices. In such sltoatlona, costs must he- 
submitted by contractors, evaluated by the Government, and used as 


to negotlatlag xfair and reasonable prices* EomTer, since 
the basic objectlre, even in these situations, is the negotiation of a 
price rather than the determination of allowable and unaUowable costs, 
the use of cost principles must be flexible* 

15-702 Cost Principles and Their TTse. (a) When, pursuant to 
ASEB 15 - 701 , costs are td be considered in flxed-prl^e type contracts, 
SeoUon :^, Part 2, shall be -used to prorrtde general guidance in llie 
consideration of cost data In conjunction with other pertinent 
considerations as set forth more fnily in ASPR Section HI, Part 8, required 
to establish a fair and reasonable price. 

(b) m using Part 2 of thlt Section X7 for general guidance, ^ 
centraetlng officers ax^ not necessarily required to evaluate specifically 
each Indivlduri item of coot (as is required for cost-relniburoeaent type 
contracts) in establishing a price; nor shall they be required, in sub- 
stantiating or justifying a negotiated price, to «^laia the treataent 
accorded each such Itea of cost. Eotuithstandlng the above, contracting 
officers are required to fhHy substantiate and justify, any negotiated 
price. (See ASFR 3-8li;) 


ASSISTATO SECBETABT OF DEFENSE 
Washington 2$, D»C» 


SapplF and Logistics 

ca 


2epA33tS3cT)of(S^.L) h.-,j gcsa 
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vmsRumm fob tee assistant secbetari of laareNSB (comftbolles) 

TEE ASSISTANT SECBETAEI OF THE ABUT (LOGISTICS) 

TEE ASSISTANT SECBETABT OF THE BAFT (HATEEIAL) 

TEE ASSISTANT SECBETABT OF TEE AIB FQBCE (HATEBIEL) 

SDBJECTt Contract Cost Mnclples 


As yon are aware, oar staffs have been re-evalnatlBg oar prerloasl 
draft of the contract cost principles In the lli^it of the strong protests 
lodged hy Industry at the 1^ October 1958 laeetlng and In snbseqnent 
oorrespoodence. The attached menorandoa contedna the resolts of this 
staff analysis and contains mch food for as to oar final 

resolntloa of this matter* While I am. not necessarily In agreement with 
all of the. recommendations contained In this report, I thlnh that It 
proiriaes a basis for oar further dlscnsslons. I woald like to meet wltii 
yon t^on ny return to Washington In early February for the purpose of 
foznnlatlng a recommendation to -Uie Secretary of Defense* 


(signed) 

PERKINS McGUIBE 
Assistant Secretary of Defmse 
(Supply and Logistics) 
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Memo to ASD (S&L) 
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December 15# 1959 


MEMORAHDUM FOR THE URDER SECRETARY OP THE NAVY 

THE ASSISTANT SECRETARY OF THE ARMY (JM) 

THE ASSISTANT SECRETARY OP THE AIR FORCE (SM) 

SUBJECT: Implementation of Revised ASPR Section XV, 

Contract Coat Principles and Procedures 


Attached for your information is a recent memorandum 
from the Assistant Secretary of Defense (S8J<) which stresses 
the need for a unified approach to the actual implementation 
of the new cost pzdnciples and re<],uests that any implementing 
regulations in each of the Departments be cleared by his 
office prior to Issviance. 

The need for a tmifled approach to this matter obvloxuly 
extends to the activities of each of the audit agencies of 
the Aimy, Navy and Air Force. Accordingly, any instructions 
or procedures prescribed by the Departments for use by contract 
aiidltors in application of the new cost principles shovild be 
cleared by my office prior to Issuance . 


/s/ Franklin B. Lincoln, Jr. 
Assistant Secretary of Defense 

Attachment 


COPY 




December 10, 1959 


memorabddm for the assistant secretary op the army (logistics) 
the assistant secretary op the navy (MAIERIAL) 

THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL) 

SUBJECT: Implementing Regulations With Respect to ASPR Section XV, 

Contract Cost Principles 




While the recently published contract cost principles are a 
substantial step forward, there are many additional areas connected 
with this task which remain to be accomplished. In this connection, 
progress is already \mderway to provide a mechanism for a trl -service 
approach to implement the research and development cost principle, i 
Additionally, I expect to provide you with more definitive guidelines 
in the near future with respect to the problem of cutting over to ths 
new principles, particularly as they might apply to existing contracts. 

I feel sure that you will agree that it is rather critical for 
us to ensure a unified approach to the actual implementation of the 
cost principles. In order to ensure this \miformlty, I would like to 
have any implementing regulations in each of the Departments cleared 
by my office prior to their issuance. This will provide a centralized 
clearing house and will be the best method of ascertaining such changes 
or clarifications as may be indicated by our combined experience . 


/s/ Perkins McGuire 
Assistant Secretary of ' Defense 
(Supply and Logistics) 


COPY 


copy 


Deccaaiber 15> 1959 


MEMC3Airou:4 FCB THS UIIDS3 SSCREEAny C? TH3 MVY 

THE ASSISTAI?T SECSEEAPy CP THS mil (K>I) 
aSE ASSISIAIfE SECaSTARy 0? THE AIR FCRCS (R-I) 

SUBJECT; • liipleaasntation of Revised ASPR Section X7, 

Contract Coat Rrlhclplea and Procedurea 


Attached for your Infoimtlon Is a recent aenorandua 
frqa the Assistant Secretary of Befense (SM.) which stresses 
the need for a unified approach to the actual Ir^ideiaantatioa 
of the new cost principles and reqjiests that any in^lemcntlng 
resulatlona in 'each of the DejartaKjnts be cleared by hia 
office prior to issxiance* 

Ihe need for a unified approach to this matter obviously 
extends to the activities of each of the audit agencies of 
the Arny, Kavy and Air Force# Accordingly, any instructions 
or procedures prescribed by the Departanents for use by contract 
auditors in application of the , new cost principles should be 
cleared by cjy office prior to issuance. - 


/signed/ 

FRAI2CLIIT B. LBICOLH, JR. 
ASSISTAIJT SJX^UiTARy CP DSFERSB 


Attachment 


Prep: JIucas/oh/i2/u/59 
a\SB(CC2I?T)AUDrf POLICy DIV 3 B 352 76321 
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ASSISTANT SECRETARY OF DEI'ENSE 
Washington 25, D. C, 


CR 

Supply and Logistics 


February 10, I960 


MEMORANDUM FOR The Assistant Secretary of the Army (Logistics) 

The Assistant Secretary of the Navy (Material) 

The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
principles and Procedures, ASPR, Section XV, Part 2, as 
Revised' by Revision No. 50 dated 2 November 1959 


y 


* 

1. Purpose. The purpose of this memorandum is to establish uniform 
procedures for the implementation of the Contract Cost Principles and 
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50, 
dated 2 November 1959, with respect to new and existing contracts with com- 
mercial organizations. Procedures with respect to new and existing contracts. 

/ith colleges and universities under the revised ASPR Section XV, Part 3, are 
mtained in my memorandum dated October 12, 1959. 

2. Backgroxind. The Notes and Filing Instructions of ASPR Revision 5C 

provide that the principles and procedures set forth in that Revision are manda- 
torily effective 1 July I960, but that compliance therewith is. authorized upon 
receipt of the Revision, and that existing cost- reimbursement type contracts 
may be amended to include the revised principles, but only if the amendment 
will not be to the disadvantage of the Government. * . 

3. ' Procedure. Set forth below are g\iidelines to be. followed in implement- 
ing the revised cost principles. 

(a) Existing Cost- Reimbursement Type Contracts. • 

(1) Total costs measured under the revised cost principles and 
procedures applicable to costrJ^eimbursement type contracts may differ from 
total costs measured under'^e cost principles and procedures now incorporated 
in existing cost- reimbursement contracts. Furthermore, while it is probable 
that such differences would not be substantial in most cases, an accurate appraisal 
of the differences in each case would, in most instances, require an unwarranted 
amount of time and effort on the part of both the Government and the contractor, 
particvilarly in connection with evaluating the cost impact on subcontracts and in 
*^he case, of a particular concern when it is acting as a prime contractor and al so 
f.B a subcontractor to another prime contractor. 



(2) In view of the above circumstances, existing cost-reimburse- 
ment type contracts shs^ be costed out as a general rule in accordance with the 
Allowable Cost, Fixed Fee, and Payment clause {ASPR 7-203.4) of the contract 
and the cost principles presehtly incorporated therein by reference. For purposes 
of asc’ertaining the cost principles in effect upon the date of the contract, the 
effective date of the revised cost principles shall be 1 July I960 unless the contract 
has been written or amended to specifically incorporate the revised cost principles. 
An existing cost- reimbursement type contract may, however, be amended to 
provide for the use of the revised cost principles when resolution of the adminis- 
trative problems above does not require an \mwar ranted amount of time and effort, 
where such action wovild not be to the disadvantage of the Government and where 
the contractor agrees to such amendment* The following factors will be taken into 
consideration in those limited situations where the amendment of existing cost- 
reimbursement type contracts is being considered: 

(i) anticipated increased or decreased costs, if any; 

(ii) administrative savings expected to be gained by 

costing cost-reimbursement prime contracts with 
^ - a given contractor on the basis of one set of cost 

B principles; 

(iii) the effect on subcontracts under the prime con- 
tract (see ASPR 15-204(b)); 


y 


(iv) absence or existence of specific contractual pro- 
visions or other arrangements affecting the treat- 
ment of certain costs, such as those for research; 

(v) in consideration of (iv) above, the appropriate use 
of advance understandings (ASPR 15-107) as for 
example, where it may not be appropriate to allow 
' independent research costs under the revised cost 
. principles in instances where such costs have not 
been allowed heretofore tinder the existing contracts; 


(vi) other advantages or disadvantages to the Government, 



Contractors should be required to furnish any data deemed necessary in connection 
with the evaluation contemplated above. The cognizant audit activity should be 
requested to provide an advisory report for use in determining the proper 
action to be taken. 
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(3) Where existing contracts are amended to incorporate the re- ) 
vised cost principles, such amendments should normally be made effective as oi ' 
the date of the beginning of the contractor's fiscal year nearest the date of the 
amendment. 

(b) New Cost- Reimbursement Type Contracts. 

(1) In the case of contractors having existing cost-reimbursement 
t^e contracts' all of which are being costed under the old cost principles, new 
contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year. 


(2) In the case of contractors having existing cost-reimbursement 
type contracts with a particular Department or procuring activity, any of which are 
being costed vinder the revised cost principles, any new contracts of such Depart- 
ment or procuring activity should provide from the beginning for the determina- 
tion of costs- in accordance with the revised cost principles. 


h 


' (3) In the case of contractors having no existing cost- reimbursement 

pe contracts, the new contracts shall provide from the beginning for the use of 
the revised cost principles. 


(c) Contract Clauses. The following clauses are examples which ma^ 
be used, as appropriate, in accordance with the guidance stated above. 



(1) For use in amending old contracts and in new contracts where 
it is desired to provide for a delayed effective date for the new principles. 


USE OF REVISED CONTRACT COST PRINCIPLES 

: ■' - . - - - 

Subparagraph (a) (i) (A) of the clause of this contract 

.. entitled "Allowable Cost, Fixed Fee, and Payment" which 

reads "(A) Part 2 of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
Contract; and" is hereby deleted and the following sub- 
stituted therefor: "(A) Part 2*of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 
Revision 50 dated 2 November 1959 vintil . , , and 

_ thereafter in accordance with Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by 
Revision No. 50 dated 2 November 1959; and"; 


(2) For use in new contracts entered into prior to 1 July I960 in 
which the new principles are to be used from inception. 


USE OF REVISED CONTRACT COST PRINCIPLES 

, J Subparagraph (a) (i) (A) of the clause of this contract entitled 

"Allowable Cost, Fixed Fee, and Payment" which. reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
effect on the date of this contract; and" is hereby deleted and the 
following substituted therefor: "(A) Part 2 of Section XV of the 
^med Services Procurement Regulation as revised by Revision 
No. 50 dated 2 November 1959; and"; 

fd> ' Existing Fixed-Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 

Part 6, in the administration of existing fixed-price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro 
visions, understandings, or agreements established in the negotiation of the contract. 

N ew Fixed- Price Type Contracts. Contracting officers will use the 
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the 
negotiation and administration of new fixed-price type contracts as soon as practicable 
in no event later than 1 July I960. 

(f) Terminated Contracts. In fixed-price type contracts, settlements 
for convenience termination shall be made in accordance with the termination for 
convenience clause of the contract and the principles for consideration of costs set 
forth in or referred to in ASPR 8-302, as in effect on the date of the contract. For 
purposes of ascertaining the cost principles in effect upon the date of the contract, 
the effective date of the revised cost principles shall be 1 July I960 uj^ess the con- 

' tract specifically incorporates the revised cost principles. Settlements of cost- 
reimbursement type contracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

(g) Cost-reimbursement Type Subcontracts. Any amendment of an 

' existing prime contract to incorporate the revised cost principles shall specifically 
cover the reimburs ability of costs stemming from cost-reimbursement type sub- 
contracts thereunder. If the amendment of the prime contract does not expressly 
• provide otherwise, the reimbursability of such costs is automatically governed by 
the revised cost principles "(see ASPR 15-204 (b)). If this resxilt is not acceptable, 

. the amendment to the prime contract shall provide that, notwithstanding ASPR 
15-204(b), the reimbursability of such costs will not be affected- by the- amendment. 

(h) Audit Services. In the conduct of audits and the submission of audit 
reports, auditors will use the cost principles incorporated in the contracts in the 
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case of existing and new cost-reimbursement type contracts. Auditors will use 
’ revised cost principles immediately in the case of new fixed-price type contracts, 
'Except where such use under an audit already in process would undvily delay the sub- 
mission of a report. In the case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would vindvily delay the submission of a report or tuiless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles. 



/ s/ 

PERKINS McGUniB 
Assistant Secretary of Defense 
(Supply and Logistics) 
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COMPTROLLER 


ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, D. CX 




fei 


MMOBAliDCM FOB THE i^XSTABT SECRETARY OF BEFBISE (SISPLY AM) LOGISTICS) 
SUBJECT: Contzact Cost Principles 

I have read the proposals of the vorklng^ grot^ vhlch you trans- 
mitted by memorandum of 31 December 19^ and concTir In aU of the 
vorklng grove's proposals except for the proposed handling of appUca- 
hlllty to fixed price contracts and the stated reasoning supporting it* 

The version proposed in the 21 August 1958 draft, with perhaps . 
the Inclusion of specific oreference to ASPB Section Part 8,^ 
appears to be a much more meaningful and logical approach* The pro- 
posed revision would fan to furnish the uniform guidance which- 1 
had understood we set as our objective* It is deficient In that it 
does not differentiate between the significance of cost principles ^ ' 
in retroactive (redetezxninatlon and Incentive) pricing as against ^ 
prospective pricing situations* It could well necessitate! the sepa*> t' 
rate, piecemeal issuance of additional guidelines covering ^eclflc v:; 
areas or conditions as problems arise In the future* In addition^; 
idille it Is understood that the Coog^troller General ml^t^^ now ber; : 1 
willing to concur in the 21 August draft, in view of his earlieir: . 
criticism of that proposal, it is doubted that he would be amenable 
to fuller beclouding the applicability statement*-^' Attached are ^ - 
comments in greater detail on this recommendation* . 

Q3xu8,^ i^ is believed that we should proceed, as soon as possible, ^ 
to Issw the principles substantially on the basis proposed on 21 August^;' 
after reflecting the other changes recommended by the worlslng groi:p* ^ 



r: J* Mcifell/- 

A 'j /CC. - 
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MBNOSAIDaC ]DR TBt ASSISTART SSCSSTABX Of 101X181 (SlPPLX ASO LCOXSTZCS) 
819JK?l GwtraH Coit Frlattlfl** 


2 «• prevUlBg jtm Iwriwitli vitli owtaia badegramt aaWrial Amf 
hm 1 r vltl tb» KaUrial StaiwUrUs* BMilac ibt Coatim«t 

epfi mMlplat. Additiosallr* Z « prorldioc je« with & ipTfi ahMi* 
•bovlat tl» MMltttlcu vMdi V* propose of tho -norlono i««w« 
yiih ZateoUr «i tho 15 Ootolwp 1958 BMilng* 


Za opobmUos }ti%k tho Mrttrlol Soorotorioo* aootilMro it io ^ 
oiqpooUliM that tho Mjovitr of tho roftwonMatloao aodo tr tho Spoolol ^ ' 
talk Ora9» uhlch Z hoado8» idll bo fovorohl^ ladovaol. Za tho oroo «dTr - 
spooifio olaaoBto of ooBt« tho ro o c tad atlca vhioh wo hooo aoto vlth: 
roopoot W oeatrlhntieao aai d oa ot i oa o vill paratofeo diooaootos aai peooihlO 
. lioooat#.' Z ttk adrlaod that tho liv Itvoo oill o^ooo aakiaf thio oiMoat - 
aa alloiiahlo ooft« W|dlo otaff oZaaoBto vlthitt tho inr l^w faw- C 
ito a llooih ilityf 2 aa aathLo at th l o tiao to pradULot that flaol dnavtaoatal 
poalttOBO»^; 


i U oatliao4 la iqr oopoot to >oa, tho spMatloa of appliodMIltf of tho 
ooot priaoiplo# lo tho aojor polat at ioaao vlthla tho Oopartaoat of 
hofoaoo at tho proooat tiao* Ao 70a will rooall* thlo ohbjoot oao raiaoA^ r 
ao a Bojov Iomo hr Zadaotof* 2 haoo hold aoMroao dioottooioao oa tho^ ^ 
^ootioa of ^^oa h Ality iiihooifaoBt to adadoaloa of ajr voport to yoa«^ 5’ . 
fhooo diaoaoolQao wnro priawUj hod vlth Mr» TTannoman aad Mr* Kil^ro*^' 

Tho dionootoao voro dooi«BO< to 000 k a baoto foo agrowoat botooaa 
offloo aod that of tho Gaoptoollorf 00 that vo ai|^ iq^pooaA tho aootiag 
vitk tho Matoriol Soovotarloo oa 0 oaoaea baalo* Ao a rooalt of thooo . 
diooMoloaot 2 havo rodraftoA tho appUoahilitgr aootioa of tte ooot < 
pi^oAploo la a BouMV vkioh 1 boUofO «ill bo agrooahZo to t^ foaptohUor *a 
offloo lai yg owa» 2 havo ooaiht to aaho oootala onBooootooo to Zndaotig^ • 
dootpojrlaf tho baoto oo a oo pt of tho ptoTioao draft# of tho applioo* 
bU^ iootloa* 2 hafo prooldod ooploo of thlo rodraft to tho KtUtaqr Bo» C 
pattaoflte oa aa lafosaA baoto* Tho aatavibX^diidi hao booa to ^ofldodv 
to_^ forth oa poor iproad ahoot* 2 m oadoavoriat to prooldo tho fr«o» 
tpoa ^ <hloh aat a ally aoo ^ pta blo a gr o oa o at eaa bo roatfMd at th# atTtlng 


cc • Cdr r Malloy 
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KDfOIUHDISf FOR NR* JOBR JOBSSOS, CZNERAL COIRESBL^; Rtf lOIAL 
: :tfRCIAmCS ARB SFACR- AaCROI.;-:";:.,. 

SIBJSCT k*. ■ Ccntraoi CoH Prloolpi«f.. 




■.'■'I. 'Mi' inoloaloif.a: slni^a' oopjr-.of^ tha-lat«at'?d(rafi'. 

CoatTaot- Cost ihplaolplos*:::.' At yott; sro^ avar«s wir haW; 

- sldarAoj'-a- rarisloa oF Sootlwa, XFf. Fart; 2^,' pF... tfJ^'Foi^., so®atlJBSi*'.j'-, ■.■'■■ 
,Wa;-arauaBdaaTorij^f to;-putt a;^raidi4PR':t^^:.t^:';(^ 

at aa: —rlj 4*^* ^ 

I", ait Funiisbliig’ you this dpart"-!#" aooOrtaii»;'vltit^'iWBf'!4a 
■to doTolop: tha ASfR with doo ragard \tO; th%:Wla^^ oF; ||tf 
H allaltad' waaibar oF ooplas-.'oF.-thla.p a rtioolaa ,di?tF|c’.hsto;„baatt;;«»^^ 

.'■aiOs anl Its dlstrilmtlott wlthla tho" Dapa^ant ofr 

’ ^iatly^e^rollad*.;. Htadlasa.to^si^iik:I^ ba;absi;raoa^i^.,t^ , 
a^:: sttstaatlra^ stwstl^' whloh^HASt-«ajrJWa:t^pr«^a4^:^^":/Hit 


'’ ' ' r-'t X'’ jf <• ■ "’ ; 

a ';-v *■. /:; ••■ -A,- . '-v^/-v ' ■ ' '• ’•• ■ :V>w*^ j A;.- -■ • A: >. ■•^^' * ■■"•••-■ ' 
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COHTRACT CO ST F RIITOIRLES 
APELICABILITX TO FIXED PRICE CONTRACTS 

Mr* McGuire's menorandm of ^ December 1998 transmitted for 
consideration the proposal of a vorklng grov^ to sTibstantlaJly change 
the material on applicability of cost principles to fixed price con» 
tracts and to place It in a separate part of ASPR Section XV* 

Basically, the proposal provides that cost principles shall be 
used to provide "general guidance" In the evaluation of cost data In 
any fixed price contract where costs are a consideration (as opposed 
to the basis for evaluation)* There follow some of the reasons why 
this proposal Is considered to be less appropriate than the prior 
approach of 21 August 1958* 

1* Confusion In purpose and effect ~ In peuragraph 5 of the 
staff memo giving reasons for the proposed revised approach, a major 
point revolves around the fear of formula pricing In fixed price con- 
tracts \diere costs are a major factor In pricing* There appears to be .. 
some confusion as to the peat which cost principles play in pricing 
such contracts* Cost principles apply only to the deter^w^ watlon of 
costs * Nhat effect costs have on pricing Is entirely a sepeoate matter 
beised vpon the circumstances as well described In the 21 August draft 
and elsewhere in ASPR* 

Actually, pricing Is a "formula" (not a dirty word) matter to 
the extent costs must be relied \;pon as the major factor — which Is 
very often the ease* Prices equal costs plus profit allowed* But there 
Is no reqjulrement to negotiate and agree rpon costs and profits separately, 
except for incentlve-t;ype contracts* Yet the contracting officer. In such 
cases, must unilaterally evaluate costs as a basis for arriving at his 
determination of price (which price must be agreed upon with the con- 
tractor), and for Justifying It to his siperiors* In the case of In- 
centive t^e contracts, the agreed pricing formula requires negotiation 
of costs s^>arately before price can be determined* Costs must be ap- 
proached by the contracting officer Item by Item In such cases — In the 
one case throu^ negotiation. In the other by unilateral evaluation* 

Therefore, detailed evaluation of cost Itemis Is appr op r iate* 

Ihey should be defended on the same basis as cost-reimbursement-tTpe 
contracts, especially where fixed prices are retroactively determined* 
Profit allowances, however, (not costs) should be flexible In each case 
considering the appropriate factors, especially the contractor's risks 
and efficiency* 


2« Problem In arrangqnent of ASPR — While the mere extractloa 
of the fixed price applicability material from Part 1 and placement in 
another Part (7) appears to be a minor mechanical or technical matter^ 

It could veil lead to confusion* The vorldng gzoi^ appeurently did not 
consider this problem* Based xqpoh strong, objections to a prior attempt 
to renunher the i^urts^ especially Part 2 because it Is referred to In 
thousands of existing cost t^pe contracts, the assuoptlon Is that Fart 2 
vould continue to be a statement of detailed cost treatnent for stgply 
contracts vLth coomerclal Institutions* Farts 3 AQd ^ vould cover 
educational Institutions and construction contracts respectively* 

Ohls vould leave I^urt 1 logically for "applicability'^ not only for 
cost^tj/pe contracts, but all costs* The proposed cLLtematlve additional 
Part, probably vould be another on applicability to fixed price con* 
tracts* This vould appear to be an Illogical and Inconsistent arrange- 
ment* 


3* Who vlll be governed by the prlnclplest — iUmbst from the 
inc^lon of this project, there vas basic agreement oa the laportant 
concept that all three of the parties Involved in procurement cost ~ 
matters — the contracting officer, the contractor, axid the auditor — 
vould be guided by the principles* This has been eminently clear In 
all prior proposals but is not covered In the current proposal* 
exclusion could veil lead to confusion ^nd an Increase In the cost of 
administration* The concept shotild be reinstated* 


4* Effect of risk on application of cost principles — la 
Justifying the proposed new appUcablU'^ Part, there appears to be 
seme confusion vlth respect to risk In tvo respects* The first relates ■ 
to the reference to "the riskless cost type contract*-" seems to 

say that there Is no risk In cost type contracts, and to imply that 
there Is a hi^ degree of risk in alL types of fixed price contracts* 
There are, of course, seme risks In the cost type contract — ‘ttie ~ 
problems of termination, ceilings, unallowable costs, etc* On the 
other hand, the degree of risks in fixed price contracts varies 
greatly*- For exaaple, generally In fixed price incentive contracts, 
the risks would be little greater than in the cost type* la fact, 
scale contractors have admitted that th^ favor incentive contracts 
because- of the substantial elimination of risk vlthout the stringent 
T Imit at i o n on profits* Likewise, retroactive price redetexmlnatlon 
approaohea the cost-reimbursement basis Insofar as risk Is concerned* 


The second aspect of the confusion relates to the nature of 
payment for risk* Risk Is taken Into account in tvo ways* First, by 
our ova pricing and profit policy, risk la one of the factors considered 


2 


4 . ► 




1a establlfiMng the level of profit* Second^ the prlAclplea contain 
a provision allowing for contingencies In estimating costs* Thus, It 
would not appear that we should try to take care of the risk factor 
by as a cost In fixed price contracts elements such as advert 

tlslng, entertainment or contributions, \^ch we would dlsallov In 
cost type contracts* !^s philosophy would tend to beclotid management 
evaluation of fees versus profits by classes of contracts, and runs 
counter to our previously adopted position that no type of contzact 
should be more attractive than any other solely on the beusls of 
treatment of costs* 

5* Retrospective vs prospective use — The proposed version 
Itsnps all fixed price contracts In the same category Insofar as applica- 
tion of the cost principles are concerned — a general guidance basis* 

The prior version provided for better guLdance In this respect In that 
It differentiated between their use in retrospective and prospective 
situations* In situations where we are looking at hlstorlcaL costs, 
as In the ease of price redetermlnatlon and particularly Incentive 
formula settlements based exclusively on incurred costs. It Is believed 
that the principles must be the basis for determination* There may ba 
a less compelling reason for asserting they are the basis for prospective 
ar^rlclng (perhaps only a guide), yet to the contracting officer they - 
should be the basis* 



J 
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MEMORANDUM EOR ASSISTANT SECRETARY OF DEFENSE (S&li) 
SUBJECT: ^ Contract Cost Principles 



Tlie Department of tlie Army conctura in. the draft of Section \ 


XV", Contract Coat Principlea and Procedures,^ dated 12 May 1959^^^ ! 
referred to in yoxix memorandum of 15 May 1959, subject an above. - 




4 



DEPARTMENT OF THE NAVY 
OFFICE OF THE SECRETARY 
WASHINGTON 


2 9 MAY 1959 


# 


MH'IORAIIDUM FOR THE ASSISTANT SECRETAET OF DEFEJSE (SUPPLY AID LOGISTICS) 

Subjj The Contract Cost Principles and Procedures, comment on 

Ref : (a) Memorandum from ASTSECDEF(S&L) of 15 May 1959 re Contract 

Cost P ri nciples and Procedures revised draft of 12 May 1959 

1. Reference (a) has been reviewed by my staff and with the^ exception of 
the following comments, I approve its issuance: 

a. Page U, line 19, after "will not," insert "with the exception of 
the li^tations on rentals paid under sale and leaseback agreements. (See 
ASPR 15-205. 3U (c)." Also include on page 5, as one of the exanmles of 
costs for which advance agreements may be particularly in^jortant "(ix) 
Sales and leaseback agreements." This is considered necessary in view of 
the specific limitation on such rentals in ASPR 15-205. 3U (c). 

1 i^® U, change (i) to read "the item is' regularly 'manu- 
factured and sold by the contractor through commercial channels for 
commercial md use> " (Underscoring supplied). Change (ii) to (Hi) 
add a new (ii; as follows: "the charges for the item(s) are nominal in 
amount." These revisions are considered essential to avoid a situation 
where the "commercial" customer of the vendor is a prime or subcontractor 
to the Government and the prices of the items have not been established • 
in the non-govemmental market. Also, if the total volume of such items ' 
is substantial,, it seems only equitable that they should be charged, to 
the Government contracts on a cost basis (rather than at a price which 
incudes a profit element) in order to avoid the payment of what may be 
hidden profits. ^ 


c. Page i;5, top line: 
"unallowable." 


the word "^owalie" should be changed to 




^ n ^ (i) Sifter "instances" in the fourth 'line or ^ — - 

delete- (li) in the fifto line. ® . ■ , 

industp- has been primarily concerned with the applicability 

contracts.. The^recent letter fro^^ 

® strong reiteration of this: position. Although I do 
f^thS issuance^of the principles should be delayed to accommodate a 

subject, I recommend that in the practical im- 
the principles, the servicesibe cautioned W avoid toe 

exLst ^ter a reasonable period of inpleraentation of the principles. I 
strongly recommend further consideration on this matter at that time. 



C.P. MILNE 

Assistant Secr^iy of the Navy 
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cottft eMsaoit 1 m 4d«eoittlxnitd iaaidlftttCUr «ft«r th» mttwtif dat« of 
t oi -i iimtl iat inck «Mt* aagr 1M ooniidwd «11 omA 1« vlthla th* Uai* 
UtiOBS t«t itotli la ium Xf« mA this pancr^ 3*308« cse^ that 
aagr estts oontlTTOlt^ sftsr tindastloa Aus ts ths Mgilscat or 
vUfial Ihlltars of ths eontzmetor shsik^ hs eeasldoaroA soOloiMihls. 

(3) Tnitlsi 6oits« inoltiAliar stsrtlas load tad wr»»- 
pazatoiT' coats» ganasaUjr aigr h# ooasldaraA aUoMhls* . 

foonsrlag nataro orlslag la tbs mtSj staiPM of prodaotloa apA.aoh fuUj 
•baoatMNI; hooaoss of ths tozalnatlOB* 8a0h: oosts aiii^ IwlnAs tiM coat 
of labor axM aatovlal> laft rolatoA omhaaA attrnmta blo to |w^ Ihotors 



of yw^alngi, (Ul) oqleToo tzadbdafl# oat (It) ladMdLliajpliqr or laaii 
ot CBq^orioBtto aitb tho iroAnot^ satovlalSf 


h» IToiMxmtwr coats ara costs iaawroA- ir 
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Ifttt tht littl — inti Is os tbm 

tavwtscx iMslSi iBltlsl essts ilioaU aonnllx ^ *i-i^*t* os tits 
tesU sf tstaX «al itoM «sUsd ibr tjr ths eootzset laMdistsl^ prior 
ts tszsiastidni howtwt it tbs eootrset inolsass sad it«s ot s divsns 
ostarsjr MBS sttsr sqixltabls teals say te assd^ sueh as *"**MTm sr later 


•• Vbm laitl sl easts ars laelaM la tbs 
iSttlassnt proposal as s diraeft ehsrgs* sate eoats ibslX aot alas te - 
lasittdsd la ombaad.. 
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9 * 30 $ : ' Allowmc# for ftofit* 

(ttw prtot»* i«ni e*303) 

8 * 30 % AdJmt— rt lb> lomti 


(Sli« prlat«d ibsm d*30l») 
8.305 Oiduatidni ' 

(Uim priattd iavt 8*305) 
8«306 " ■ CteapUttd «nd tUaa^ ' 
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8 * 30 T Bttlingrt i>rqiao«*'»*‘ 


f 9 ii« prlaitd ips 8^307) 
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1# eonsiterlBg eo«t dat« •• ft gold* ftar afleotl*tlo& 
d*t«*la*tlOB «t ••ttTimntft md«r Hanft^pvte^ or ooftt-nliAvrMMoft 
typft Bflii.pvofit w Bo-fiM eaatxmetft fbr «9«rjlMBtfti« amlopmUt^ 
or rMmr^ noxk Htft •dimtloaol or otlior aoo^fit Inrtltatloi, 
eoBtftla tho toxsiafttlea olouio oot la A8PI 8«70^^, 
itw of eoot ^ fbrtft la imi footloa j?, 3 M iari 

^ o^tojftot tft thft gtaoKftI yojtioioft iwft fhrth jg 
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X^jCOBAKDSC F(S HIS A3S13tA£T 2i^SST$Sf ^ 1 ? DE7ZS2B (^) 

Ropori oa CosirMt Co«t ?rlnttipl«« 


1 'tod two vlih DopartoMital ropr«««eiAU.T»* *o « 

raXIowHAp of ottf- 15 Ooiotor caotlim oa tho ooad priftOlploo» Wo «ro 
la goaonl agreostoat ttoV tlto prla^plao ao pretMdtttl/ <Ura«a aro ' 
b&slaalljr aouadU Hgfwovor^ baa^ m tbo Isdnstry prMOBtaUaao^ t«o 
ttoak ttero la a nood for furtbor aocaldontlM and ^retoUo otoBgo» 
la aeao dogroof «f tbo towsoot irostaeai of ap{41oablIit/t advaaco^^^^^^^^ v/^^ 
ondorataadtago^ advootiolag^ ooatolbotloao^ rosaarob aad iUrolapoanb^;, fc 
aad plaob ftooiaroraioo*^ la tbo pioooas of dovaloplac aov - 

-.laapac* la tbO' abofO .aroaOa); : 

W « * *»1iur aa ibo^ftooafob aad dwmUjMfc. prliMlplo' wi#- 
parUooIarlr oaeoataglaBi ifo aro aoir 4rafila.t a sow prlaoliOa ^ 

Kill oUalaaU oatlrolr tbo tarioos doilaltlo. 3 of tbo aortraX klada 
of raaMrcb» : Vo woald aln^igr provldo ihab any tt^po of y ogoar o h aad 
dovalopaaoti tdiiob lo dlvootljf rolatad to a prodaot llao v 

ooald to rooovofod XVllp^ ligr a oontnoiar to t o axUto ttob to porrtaoo v 
atob p todaott . All toooavoa aad dovolopasto cto rolatod to a i»«4toty • 
liao wold to ohargto aa aauooar lia a d itw to aap tjrpot of ototra«t«: ? 

IV f dlloto frem tto atoio» ttoV aagr roaoatair or dor^^^ooet oxpaaw ^ <7 
laoorrod. ) 9 ’ a eontractar^ adiiob ia dirootly raUtad to a wodtwV^ ^y .; 
idiloato' aro aot toflad^ wold to: borao-bf tbo eoatraotw^ , Mltb-- 
roapoot to ilHk not rolatod to a oooiraoV product liaot w idll Indleata^ 
Botboda of ooatrol otoT ootod^ aoob ao roviov of laciividoal. atopplss < 
liatOj, a por ooot ago toaw airaagaoiato a aaodam dollar liattati^ 

OF a ooBblaatioB ^ tboto aottodt* to ftol atrwglx tbaV ao otaadard^^^; V 
poMoataco oaa to pro««rlbod» tto DopartaMta also, agrad that to ; 7 
•boald provldo a aoorrtlnatod aotbod of amrlvlng at oor *Miard*v of a : 
coBb«a«Ur*d roooarda procsoa*. to tblalatbat tbo form.aomwt^ 
BOfotlaUd Ofcstoad fatoo at^ toll to aiod Ibr tbia .^ilst doiosalaailo^ 


’ AO jfOtt fotpaotodf X haVa dtao ootod tto ocgpooaatloa prlaalplo idtb 
tji^or toorotarj ^olotirto* Bo aoggoato that vo roeogslso tbata ^ 


wm 
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•AdnItiwUTi rvfUm <ip w i l 4 a » «• ««i atiljp hop* t« foeua on 
ilM ooi-ofoUM or anmoonoblo •iiooiloa* aiaoo this is tno, ho 
ngCtot* ihftt VO iqr to iajoot sooo flaw of thio approaoh into oor 
coot pfiatl^ to roUcoo oar poopilo of a difflcali udu Thio 
^^rooot wrald alao holp to o l ooo a poooUalo oponlag hootilo 
ciltloo itt ^pootflo oitaatioiio iBTolyiftg profit-^rlng plano» Sooratar^ 
Maolotpro lEtttoatod that ho vaa offorliii thio approaoh aa a sanation ; 
oaIjr» aai ho will not praoo for Ito adoption if no aaa not oaally* 
aotoooodato it* 1 aoo f o^ that iho Migcotioa hot oorit* and X ai 
ooBOonMd OBlx that wo do not rcroroo tho haoU approa^ to tho ostiro 
cot of ooot principLooo WO wtU cndocvor to draft laagaigo to aoooB»*» 
aodato Soarctargr Kaoljrtyr*i#; •oggootioo.-^y ■ 

X aa' attaohlag a ^pgr^ tho tranooript;: of tht. if dotobor aootihif 
togathor with a copgr of tho latoat Xadastrf iowmaato iddah wo raaoir^: 
thio aftonooa* X havo baaa iaf aiaad that tho Xaahlnoir ohd AlUod 
fradoato InaUtota will aahoit aoparato aaaoanto laiar this wak» f 
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AsatSsciJsf (S4L). — V 

MBMCRANDUM FOR THE ASSISTANT SECRETARI OF DEFENSE (S&L) ^ J-?. 


* 7 ^ ^ 7 . 

SUBJECT: Status Report on Contract Cost Principles - > ^ i 


I have had tvo meetings i«ith Departmental representatives as a 
follow-up of our 15 October meeting on the cost principles. We are 
in general agreement that the principles as presently draws are . 
basically sotmd. However, based on the Industry presentations, we 
think there is a need for further consideration and probable change, 
in some degree, of the present treatment of applicability,' advance 
understandings, advertising, contributions, research and development, 
and plant reconversion.^ We are in the process of developing new 
lAnguage in the above areas. 


Our meeting on the research and development principle was 
particularly encouraging. We are now drafting a new principle which 
will eliminate entirely the various definitions of the several kinds 
of research. We would; simply provide that any type of research and 
development idiich is directly related to a contract product line 
would be recovered fully by a contractor to the extent that we purchase 
such products. AH research and development not related to a product 
line would be charged as an overhead item* to any type of contract, - X 


jj xt follows from the above, that any research or development e^ense 
I incurred by a contractor^; which is directly related to a product 

* 1 t j L. 1 t ^ _ * ■9 


which we are not buying^ would be borne by the contractor. With 
respect to R&O not related tp a contract product line, we will Indicate 
; methods of control over costs, such aS; review of individual shopping 
lists, a percentage share arrangement, a maxi mum dollar limitation, 
or a^ combination of these methods. We feel strongly that no standard, 
percentage can be prescribed. The Departments also agree that we 
.'should provide a coordinated method of arriving at our xahare" of a 
contractor's research programs We think that the forum now used for 
f negotiated overhead rates may well be used for this joint detendnatlon. 


- As you requested, I have discussed the ccmipensatioh principle with 
Under Secretary MacIntyre. , He suggests, that we recognize that, in the 








If;?. 


administrative review of compensation, we can onl 7 hope to focus on 
the out-of-line or unreasonable situation* Since this is true, he 
suggests that we try to inject some flavor of this approach into otir 
cost principle to relieve our people of a difficult task. This 
approach wotild also help to close a possible opening for hostile 
critics in specific sitxaations involving profit-sharing plans. Secretary 
MacIntyre indicated that he was offering this approach as a suggestion 
only, and he will not press for its adoption if we can not easily 
acconHuodate it, I now feel that the suggestion has merit, and I am 
concerned only that we do not reverse the basic approach to- the entire 
set of cost principles, will endeavor to draft language to accom- 
modate Secretary MacIntyre »s suggestion. 

I am attaching a copy of the transcript of the 15 October meeting 
together with a copy of the latest Industry comments which we received 
this afternoon. I have been informed that the Machinery and Allied 
Products Institute will sulwnit separate comments later this week. 
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J. M. MAILOr (f 
CDB, SC, USN 

Staff Director, ASPR Division 
Office of Procurement Policy 
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11Q«3RAI1DUH FCE TBS ASSISTANT SECEBTARr OF DSSNSB (SUFPLX AND LCXilSTICS) 
SlJBJECTs Status Report on Contract Cost Principles 

I hare eantlnued to laeet regularly ulth Departmental. represeotatlTes 
on both the wain body o£. cost p rin c i ples aiid the research developnent 
principle. With respect to the latter, I can now report substantial 
agre«aent, I an attaching a draft of this principle iMch 1s currently 
being dreulated for final comment, I eaq)ect that our recoomendatlon 
/to you will be substantially as indicated in the attached draft. You 
note that we hare adopted the latest industry proposal, which was submitted , 
in Mr, leathe«*s letter of November 7, 1958, almost word for word. We have, ' 
however, added our safeguard in paragraph 8 of the attached drafts Our 
committee is flxnly and unanimously of the view that this approach 1s the ‘ 
only practical one. 

We have finished our review of the indust:^ ccmments with respect to 
particular items of cost. We will recommend a change in the title of the 
section (to Coniract Cost Principles and Procdures), Additionally, we have 
agreed at a revision of the treatment of advanced understandings, rentals 
and plant reconversions costs. We will present a revised proposal on 
advertising costs, conpensatlon and contributions and donations, although 
our reconmendations in these latter three eases will not be uxtanimous, 

Wb are currently working on a revision of the applicability section. As 
indicated by the industry connextts, this section holds the key to the entire 
package. There is developing within the Departments, particularly in the 
Navy and Air Force, a basie fear that we may be trying to go too far in making 
our cost prlnei^es applicable in the flzed^priee area, I am told that these 
sootiments have at least some backing at the Secretarial level. The Any 
position is not clear at the moment, although there is agreement with ^e 
Navy and Air Force thinking at the Army staff level. We will meet again on 
Thursday of this week to oideavor to draft a revision of the applicability 
section which will have the effect of lessening the impact of the cost 
principles in the fixed-price area, but which, on the other hand, will not 
leave a void in this area as currently exists. I do not intend to lot this 
disagreement on applicability dh*ag on? however, I think that we owe it to 
industry to seriously reconsider our previous position in this most basic 
portion of the cost principles. 


Subjs Status Report on Contract Cost Principles 


2 Deeenber 19 



It la aqr hops that ve can prorLde you and the other Materiel 
Secretaries idth a specific proposal ,f or yotir further consideration the 
end of next week* 


1 Xncl 

Draft dtd 1 Dee 58 


^Cdr, SC, USH '' 

Staff. Director, ASPR DirLsion 
Office of Procurement Policy 
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Memo for Mr J* Mi Malloy, OASD (SM.), Subject* Caaprebenalve Coat 

Prlnciplat, dtd A Dec 50 (Cont’4) 

and Bhould be adhered to, irltli a apecific cayeat againat "fonnula 
pricing" of Bueh contracta* In thla reapect, it appeal^ adrlaable^ 
to in Sectioa X? aome of tbe language of Sectidn^IH Part 8, 

aa cited In paragraph 6 abore, ^ch viH allay induatry"a feara of 
"Pormula piriLcing"* 

d. It moat, deaplte the foregoing, mahe clei^ that in pricing 
Incentire and redeteimlnable typ* contracta, there vUl perforce be ’ 
greater vel^ placed on coat conaideratlona than la neceaaaty in the 
other fixed-price -^npoa of contracta. 

e. It may be more practicable to break, out all- of the fore*- 
going except a* aa a aeparate abort Fart in Section X7, vlth a croaa- 
reference thereto in the Part 2 "Applicabili-^" aection* Thia vlll 
clearly form a of demarcation, and at the.aaae tine vlU enable 

ua to eatabliah true "prlnciplea" for the fixed-price variety of contracta. 

. 9* Aa you hare undoubtedly obaerred^ the Ideaa expreaaed herein ^ v 
do not'repreaent too radical a departure frea the current concept. 

Yet, I feel they go a long way tovaxda aecennodating vhat I ccmalder - 
to be a fhndaiBentally aound Induatry poaition on appldcabili'^i. At 
the aaae: time, we will not hare placed ouraelvea in an indefenaible^^^^^^^h^^^^^^^^^^^^^^^^^^ 
j^aitlon with reapect to the General. Accounting 

10* I aa fumlahlng coplea of thia paper to the^other repreaentativea 
oh our woricing group in the expectation that it may bd poaaible, at, - ■ 
our meeting thia afternoon, to draft aome apecific reccaamendatlona 
for language along theae linea to go in Section X7. You will recall 
that I' hare generally adhered to the feelings expreaaed by the departmental 
repreaentatirea at our laat meeting.- 
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ccj Liw Cdl* Tbybon^ (Aimv) 

(Havy)_ 

" : M^ Kilgore (080) 



Memo for Cdr J* M* Btellay* QASD(S&L), Subject: Cognprehensiye Cost 
Principle#^ 4 td l^ Dec 58 (Cont’d) . . 

Diidostsijr zecogxilxes this fact* Ifr* Icatbem. stated^ at the October 
1958 mertlogs **Z don*btbla]£ aoy of us In Industry vlll argue on cost' 
relaburseawnt type contracts nor on Incenttre type contracts or price 
redetemlnation type contracts. In vblch from the outset ve hare accepted 
costs as a pricing techniQpe, but ve object very strenoously to being 
subjected to cost deteznlnations vben ve did not accept this type of 
determination in establishing the price frcai the outset of the contract* ' 

d* There can (and should) be included in the principles a 
direct ccTeat. against "formula pricing”* In those cases (in fixed* 
price type contracts) vbere cost estimates. are a factor, primary 
concern is vi'Ui the level of estimated costs and second^ concern 
vlth the types of costs Included in estimates*- This is esj^elally 
true in areas of prospective pricing, ^re costs estd^tes are not 
the sole determinant for pricing* The Government "should provide the 
best incentive to efficiency be negotiating prices ahlch vill encourage 
contractors to control costs* 

7 * None of the fore^^lng is intended to conveys the thon^it that 
our people should not - lAere cost, analysis is reqiuir^ in negotiating a 
fixed-price type contract - utilize the cost prlneiplts as an aid in > . 
their evaluation of the contractor's proposals . I feel'tbat- ve are on 
basically sound grounds in the concept underlying- '^e- proposed conqprehensive 
set, but that ve have been too cautious in, our terminology (to avoid 
giving the impression of complete abandonment of our right to question 
certain: costs), particularly in our zealoosness to retain the "comprehensive” 
concept*. ; . . 

8 * To get more speclfle as to the contents and. conposition of 
the "jtpplicablllty" section, the foUovlcg observations are submitted 
for consideration by our vozklng group t 

a; It s ho uld state clearly ttet the principles are mandatorlly 
ipplicable to> and should be incorporated reference- in, cost- 
relmbursaunxt -^rpe contracts (this includea terminations of such contracts)* 

■;.?'-.;b*. It s hou ld state specifically that formally adrertlsed - 
contracts are not subject to the principles (terminations vill be subject 
to the spplicdble principles sei forth in ASBSL Section TUI)* 

. ' b*- It should state that, as to the fixed-price type of 
contracts^ the provisions of iSEB. Section m. Part 8 are governing 
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Memo for Cdr J« M« Malloy/ OASD (S&L)/ 3 uO;]eet: CcoqprehenslTe Coat 
Prlnciplemj dtd V Dec 58 (ConV.d) - - . 

effectlTanesc of the aethodc of price analysis outlined in ASPR 3-808.2 
the aaraast of the propoaed eozrtraet> and the coat and time needed * 
to acetomlate the Inf oznatloa neceaaary for analyaia* When coat 
analyals la undertaken^ the contracting off leer moat exerciae 
Judgnent in determining the extent Of the analyaia. * (The 
la 3-808.3 la too lengthy to incorporate herein^ It la hovererj 
highly algnlfleant In eonaiderlng the problem at hand^ netting 
forth aa It doea con^rehenalre treatment on the ttae of coat 
analyaia.) 

3*808.6 "When purchaaea- of atandard commercial or 
modified atandard cooanerelal Itema are to be made from aole aource 
auppllera, uae of the technlquea of price and coat analyaia may 
not alvaya be poaalble. In auek Inatancea.. . .the contractor* a 
price Hata. ..... ahould be examined. . . .and negotlatlona condneted 

on the baala of the **beat uaer/***^at favored cuatoiBer* or almllar 
practice cuatomarlly. followed by. the contractor.* 

b. In Implementing .ASER Section IH Part 8; the dPPI contained 
the following pertinent provlaionat 

3*808.1 ■Under f lxed*prlcfr contracta, 
redetemlnable typea, pricea are-to be negotlated> not aeparmte 
elementa of coat plua profit. In many caaeaj, - a breakdovn of price 
Into coat ai^ profit elementa will be uaeful In the proceaa. of 
analyaia/ ev^uatlon^ and negotiation of propoaed pricea^- A 
negotiated price la the baala for payment to a contractor under 
fixed-price type contracta; allowable coata are the baala for 
relmburaement under coat-irelmburaement. contracta.* 

3 *809(a)(2) *Audltora do not recommend 'dlaalloHanoe* 


of coata under fixed-price type contracta aa they do under coat— 

reimburaement type contracta becauae' coata are not relndntraed, 

paid. Therefore; anditora *queation*' coata In advlaory 
reporta. Tbe contracting officer; in negotiating price^ will, 
take auch queationed coata into conalderatiocy exerciaing judgment 
In thia ana and giving due regard to the fact that prlcea. not 
coata,; are finally negotiated-* 

o. Bie uae of coat prlnclplea In tha fixed price area need not 
be abandoned or loat, it need only be put more aharply into proper 
perapective, conalatent with the above cited ASFR and APPI proviaiona. 





Nemo foT Cdr J« M* MAllojr^ OASD (S&L)^ Subject t Ccnq^rebenelye Cosb 
PTlnelplet^: dtd 1|> Dee 5d (Coat'd) 

at the am& t±ae preeerrlng the Oofrernment'e ability to price effectively 
Ita fixed-price type of contraote^ lriclud1.ng the conelderatlon of cost ^ 
data in areaa vhere this is essential, eg*, incentive and redeteznlhable 
contracts*: 

6* In support of revision of the ■^UcablUty" section as 
stated abore, the foUoving points are offered: 

a. It is in keeping with the basic preaises of ASP& Section IH 
Bart 8, "Price Negotiation Techniques," frooi irtilch the following ' 

pertinent excerpts are listed: 

3-807(a) "When products aare sold la the open maAet, 
costs are not necessarily the controlling factor in establishing 
a particular seller's price* Similarly, where eai5>etltloa may 
be IneffectiTe or lacking , estimated costs plus estimated profit 
are not the only pricing criteria***** The objective of the 
contracting officer shall be to negotiate fair and reasonable 
prices in which due weight is given to all relevant factors, 
including thoser in dSPR 3-101*."; , 4 

3*807 (h ) "Vhlle the public interest requires that 
excessive profits be- avoided, the cootracting officer should 
not become so pre-occc^led with particular elenehts of a 
contractor's estimate of cost and profits that the most Important 
consideration, the total price Itself, is distort^ or diminished 
in. its significance*" 

l-807(c) "A fair and reasonable profit cftonort be - 
by sloqply applying a certain predeteznined percentage to the 
cost estimate or selling parice-of a product*" 

. 3i808.2(c) "Roufiji yardsticks may be developed* * ** to 

point up apparent gross Inconslsteneiea irtiieh sh onii d be subjected 
to actional pricing techniques^ Including cost analysis* Such 
yardsticks ah em Id be considered as an Indispensable adjunct to 
cost analysis, since a study of a single offeror's estimated 
^ source situations will not indicate whether the 
piTQposed price is fair and reasonable in conparlson with, other 
^ prodbi0bs-‘ of tihe ssae kijad#*' - 

' 3-808*3 (a) "The need for cost analysis depends on the 
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1* ^ Thli^- la In COTpilance- vitb^your req;ceat at oust meetln®. on ^ 
2 December 1998^ that X fbrnlab yon « yrltten^reaumc: on Ry tblsklngt* 
on -the "Applicability” aa^ of the aub jeet prlnclplea*. ; I^at aore 
you eon: appreciate the faot>that«y due* tcitha llalted. tlae? a^^ 

;■ for preparation^ thea« ttoughth ore: for frott bei^ In* f Inlohed: fpm^\ 
: They vUl,.. ho«eTer> aerre aa ap^^ala^fpr^ farther dlacuaalon lit our^l; 
efforta ta reach a ccan^ ground:; ta preaent; ibt the Secsetorlea^ Thlia 
paper;. 'of ;.cbane^ ' doea^^ o^T-^ puiport; tiifpxeaent; n.: f oiMl.V''*llztyozce ' 

poaltlbi^^-'''' ' -^v 






f :,ltt- their’ preaent^.fpxm'f^' 01^ evenK rlw m.. r c aa C nO b le-;: degpeeis ^ -llberallga:^on;^tl' •'*': •■ 
:^and?,clarl^ of.; ceHoin; ; apeclf 1 «^; Indivlds^ caimot-!j^;t^;^^ 

'“b®^ laaued' ewept by^^ a;unlloteral.decialp^ DepOrtmei^ 


• i' , 


s 


l-zz. 


V ■; yV^^ta'do; iaoi^bver^the- proteatr of. Induatryi,.**^:'^ * 

^ ; .;;;■ ',i i:-; %jr- 

3.*-'- Tbere?'is®pear»;1^be"but> tWo*'oit^^ )a 

' j;%, ’-r-rae^of:' piAi^ ba^laauedif ; a^ ^ ^ ^.-c 

A-; tte/patte'of^in^^ ■ ZZZZ'ZZ-- 

'Aeceptanoc|ofc:' Indnirtay^. "id^ cone<q^ jiuj4;,rel3|^^ 

thoCteirta .of reaaonahl<weaa:- and. adio^^ 




'Aeceptance|o£:' Indnat^*^. *aU^ cone<9# di^.rely^^ 


on the^ teata of 






: b»-..' :B^aloh?of’^:-th% 


i^':’aeetlon-; -to-: recognise^' 


■ ••--■ » --‘.r-'V; - ■ 




■^i:0\i;s>Pz indttitxy : iro^^ forM*fV(2i;;^ 

ziot .’cppalde^^ be;a{pr^la!t^. lst'(kRrMrhn^^ 

Z' donticactlug;^ for the .reoaohaP; otrtllned-by^-Uie 'OiCTerifflen^ ; 








* ■ -^^-^On. tha'^other. hand^ 



»”*»A^ se e*»F*»lfeaw;y^ jg;. 

.•.,:,.:-;.i^:.. *■<... ,.:.-;. 4 '-.-»^...,.---.-.«^a.;.. .;-...-i ... :.;. ,.i .•-&.V.;':;>;.;--‘:j(iv-‘=:;..^^^ 

hand;.’, .alternaM.T«. . 2b^v cbore,--:- appearmi' .tor nels. to> ;■■ 


be.-fhndamentallx aouM>^ and If : e eiudile tua te'^ 
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MBUQRAHDatt FOR m ASSISZABT SBCHEZART OF DE P fflI SB (SCPBUT ABD LOGISTICS) 

SOBJBCT: AllovafaUlty of RroTlt-Sbariog Flaas U bde r Current Air Force 
' ■ ‘ ■ Coatrects- " 




; Qie Air Force ha« again raised the prohle% tj telephone incpiiiT 
froB. Max GoIden> of the action tdiich should he taken ulth respect to 
the sdloeahili't^ of profit-sharing plans under cionent contracts* I^ 
understand that the great oaioritF of Air Force contractors are refusing, 
to negotiate final prices under incentive and price, redeteminahle con* 
tracts in yiev of the prohabUll^ of an ianlnent chai«e in Air Forcen 
poldc^&Td'IA: reqpect to the allo«ahilit]r of profit-sharing plans*. 

Air Faroe is deairotts of hreaking this staleaate and is aakii^ for our 
acquiescence to s change in Air Force policF iddch, wuldi. recognize 
.these: expenses as:- allowahle*.::'' ...v ■■ 

' As Fcrd rocali/ t^^ thsir ASFB nm 

respect to proftti>sharing^ a^^ it apices, to fixed price oontracts*^^. Al<4.?\ 
thou gh proflt-abaring is not- nsntioned spedfica lly^ the present Sectio 


coagpensatioa* nM ArsiF and Bk ?7 have alvajs. treated profit* 

' aharing ,as a^oiia.on of over-all eoaqpenaatioxu^ !Qiere is no eXLstiagC^^^^^ 
regulation from our office idiiok eou3A pireve n ir the Air^^ F^ 
ing» its ova poli^; so as to recocpxLza pr^t-sharing: as an sdlovahle . 
eo8t*.;vQD«eTer/j I.heli^ Fpn had pr^ou^ inUeated.that.the^?>^ 
Ain Force should:, xiot chax^ tlieir cu rrenb:p6licy until a final decision k 
lia^jtMs nattar^lrtui ro 'lfcBLroy*':t ’'-F:- sw 

It' se«SHi.Vl^''ae''.that the oaintra^ status 'q^ao-’in ..tSds- '".Vf'- 

f ia^ortant: area aag^ sell inroke a^ suhstanti^ hardship on hoth the Aif^c^ > 
Force and its coBtraeters«r.v I; knor of no seatiaiiRit at the presentr tine . 4: 
tha^, sovdA^indteate: that t^ prellnrtnary decisipn taken 

''Mr#;Ms8Lfoiy^ changed^^V Ils vi'ev of 'this’ situatioa^:;I'reccaBMad/'’^'.''s-’ 

that^ sn aMaec t^ Force that; thero ubnld h^ no objection fron thiSA. 

offiee>ti Air ForiM policy thioh. uould treat profit*4;:« ^ ^ 

aharing^plins te a portion of 'over-all.. ccnqpaBBatioa^ subject of. couraa < 
^to ths over^llstast of yAftjirtweiai AtiAii«ygt tlutt set forth in our>^ 
’lataat\dhaft;'of/tha conprehanaive' i^:.of.: co'atv'po^ ^ . ' 


' j* M. mixn h 
oax; aCr XJsa ^ 
staff Iiroctor> ASPS Slvlaionv 
Ofttoa of RocureiBent: B0U07, ' 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 25. D.C. . 


SUPPLY AND LOOISnCSc^^S-'^ 
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29 December 1958 


MEMOUNDim FOR THE ASS3STAOT SBCRETJffll (T DEFEIBK (SOPEiy AIID LOIIS^ ; 
SUBJECT* ■ Contract Cost Principles ,; 


. l*:^;; Ati your direction, I have held numerous meetings wLth^ ^ep^esehta«^^^^^^^^^ 
‘ ■ tives of IJie Military Departments and the Assistant Secretarjr^of. Defense.- 
- (Co#tr6ller)* to> consider the contract cost principles li- th^li^t^ of :. 



' tiye has been, td ; take, a fresh loolc, at the eatlrg phiTo-Wia^hy nri d^V ly ing 
ounpast efforts> to develop a scM)alled con^rehensive. set ^ Vj^i- 

principlesi^ Additionally, we have revlewedf tfis individu^^ cost#®>^ 

and*; ouz^ recommendations in this regard are? set ^f orth 

•; 2i?i ' 'S^arate‘.meetings . were' held 'on^thS 'research^ and^ ^TOlopawhiS'" 
principle with additional representatives of the Mildtary; 
and this office 'Mho are concerned directly idth the Departaient.ef Defew 
-reseanh program* ; We have agreed- on s substantial re'vlslnni.df * ourCprei^^^^ . 

■rioualdraft of' this principle and- this, newv^draft has been sentttn. -^ 

•various; Assistant Secretaries for ah eaqiressioh of their .'vleWi^- ^ 

•*'. v;--- V ■> ■_ ■ - ..r ^ • ■■ c - Tv \ C... • ..V': •• 

V;S; ’3*^ ’ There'v Is attached^ as: ish A^ a region, of certain port! oT ' " T 

■thd cost principl^^^ changes.]are summarized as follow 5 >.v-^>V^^^^^^^^^^^^^ 

V.-V.TT A*;.-> Titlev r Changed to, ■Contract^ C oat- Principles: 'P-'Py:}P}''.P; 

k KliS: change is madev'to counter the ;±ndusto^ ’ ” 

' cl aim that.ws; have included' procedural-, and: instruetdonal^;: T ' 

‘ material iU; addition- to. ■principles* ♦; We. feel- 'that^ Vv" v vXl' 

. detail: ihich is included' is the Tnirriiriintii- iWcaffafy f or ^ T-'- ' ' 

'• rf-t'yl ■■■ ■' T^ T^T'. v 

Understanc^jigs*^ . This prinei^ has been, chang^" tCi . 
indicate that; ^i^«./absencd of such- an advancs-agree»*T * T • 
f on any element ofVcos't 'will?no'bj in its elf ^ serveTto' T 

^ ' Wf?'- T element either allowabli^ or xxnallowableffvV A<h^ 

a^ we ha've segregat*^' ;the. itemai'^ifor •vhich acLvahee iind wr^v 
' standings are .“noiroallj^' essential*; frcmt- •fchoaa .. ■Aera n-he:'i:^ -- ;* 

■ T:'. -It. ."normally appropriatef #:.?T ; TV " ■ T -T-’ ' ^ ^ T ' ' / ' V* ' ^ ' ’’ 




’ ,.^T’ -vT. 




V- : •/' 



c. 


Direct Costing* We recommend certain technical changes 
^ care of a concept which was 

inadvertently omitted and to avoid duplication of charges 
certain circumstances* 

D. Advertising* This principle has been liberalized sometdiat 
to includetixe cost of eadiibits sponsored by the Government 
as well as advertising for scarce materials or disposing 
of scrap or surplus materials* 

E- Contributions and Donations* We have made a substantive 
change in this principle f^allow the costs of reasonable 
contributions to established nonprofit charitable organiza- 
tions. It is our feeling that industry fully substantiated 
g type of cost as an unavoidable expense* We do not 
believe that we have opened "Pandora’s box" and, further, 
we feel that no insurmountable problems of . admits tration 
will be encountered* 

The Air Force representative does not concur in the 
above recommendation feeling that, as proposed, this 
principle would open the door to further demands by 
industry, as well as lead to abuses and complex administra- 
tive problems* 

F* Interest* While we recommend that interest costs remain 
unaUow£^le, we propose an addition to ASFR 3-608*U to 
indicate that the extent of a contractor's total investment 
in the performance of the contract will be taken into 
consideration in the fixing of the amount of the fee or 
profit* 

G* Plant Reconversion Costs* This principle has been 

liberalized to allow addi'tional costa by mutual agreement 
idiere equity so dictates in special circumstances* 

H, Rental Costs* This principle has been liberalized to 
include "market conditions in the area" as a test of 
reasonableness of rental costs* 

1^* I am attaching as Tab B, a suggested revision of the con^nsation 
principle* The objective of this revision is to recognize that in the 
determination of the reasonableness cf total condensation, contracting 
officers, as a practical matter, can only cope with the unreasonable or 
out of itna situation* Since this is true, it is felt that we shoxild 
inject some flavor of this approach into our cost principle to assist 
contracting officers in an extremely difficult area of contract- adminis- 
tration. The substance of this revision is currently contained in 
paragraph Sk-90$ (a) of the Air Force Procurement Instructions* 




5* We have spent most of our time in reviewing our previous position 
with respect to the Applicability section of the principles since it is 
the most controversial area both within the Department of Defense and 
with industry* In our review of industry comments, we have taken 
particular note of the strong protests lodged against the plication of 
detailed cost principles to contracts of the fixed-price type, Iiftiile we 
never intended to utilize the cost principles as a detailed blueprint 
for the establishment of prices in the fixed-price area, we feel that 
industry is justified in their objections to our previous drafts in this 
regard. In addition to the industry protests, the Military Departments 
have expressed a strong desire that our regulations specifically recognize 
the pricing principles incorporated in ASPR Section III, Part 8, as the 
basic guidelines for the determination of fair and reasonable prices for 
fixed-price type contracts. This approach is in contradistinction to our 
previous draft which, however artfully worded, gives the unmistakeable 
flavor of pricing by formula. Procurement personnel of all of the 
Departments are apprehensive lest contracting officers use the cost 
principles as a crutch to avoid criticism, to the detriment of our 
generally accepted pricing philosophy. They have maintained, as did 
industry, that this will be the inevitable result of our previous approach 
regardless of our intent to the contrary. 

Our overall analysis of the specific items of cost as now 
recommended is that they are fair and equitable for strict application to 
cost type contracts. In reviewing any of the specific items of cost, we 
are necessarily primarily concerned with respect to their allowability 
in the riskless cost type contract. We feel that we should be more 
conservative, more detailed, and more specific in this type of contract 
than in those of the fixed-price type. 


The need for cost a nal ysis with respect to fixed-price type 
contracts varies in a broad spectrum. In the final pricing of incentive 
contracts, major reliance must be placed on costs. In redeterminable 
type contracts, we are generally looking ahead and, vtxile cost analysis 
is ^ important factor in establishing fair and reasonable prices, it 
imst be used judici^sly and not slavishly. In firm fixed-price contracts, 
the use c£ cost analysis and the detail of its use varies on a broad 
scale. As we endeavor to fit a given set of cost principles, tailored 
as they must necessarily be to the cost- type contract, to these many and 
vaiaed pricing situations, we run the great danger of so inhibiting our 
cwtracti^ personnel that the inherent advantages of fixed-price contracts 

and our pricing techniques will be lost. 


^We have previously been guided and influenced by the truism that 
a cost ^ regardless of the type of contract®. We do not take 

issue with this generality; however, to give effect to this principle 
tends to result in a detailed evaluation of costs in most instance^ This 
motivation for specificity in the evaluation of a price will ineviti>ly lead 

^ situations in which we need be concerned 

only wito the general level of estimated costs and secondarily with the 
types of costs included in the estimate. ^ 
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We have stated repeatedly in ASPR that the negotiation of a fair 
and reasonable price requires the exercise of good business Judgment, The 
exercise of this Judgment requires flexibility in the negotiation process 
to concentrate on the major elements of a price. Negotiation implies and 
demands a give and take approach so as to arrive at a mutually acceptable 
fair and reasonable price. In this atmosphere of give and take (not 
adamant dictation by one party to the negotiation) it is essential that 
the Government negotiator be provided with, .the flexibility to recognize 
the validity of a contractor's requests xjith respect to aiy^ement of 
cost in return for a more advantageous concession by the contractor with 
respect to another element of the price. 

The observations set forth above are not new. They are the 
basic and inherent problems idilch have prevented an easy resolution to 
this question over the past few years. If the principles are issued 
with their applicability as Set forth in the 21 August 1958 draft, we 
can look forward to continued and violent disagreement with industry. 

We can foresee future misunderstanding on the part of contracting officers 
as they endeavor to reconcile the s^jplic ability of the cost principles 
with the pricing techniques of A5PR Section III, Fart 8, We can expect 
pressure toward formula pricing emanating from, reviewing authorities such 
as the General Accounting Office, 

In majay respects, ^ire find ourselves bn the horns of a dilemma. 

Some members of the working group strongly advocated a complete separation. ' 
of all fixed-price type contracts from any tie-in with the cost principles. 
They would create a separate part in Section XV to cover fixed-price type 
contracts in xAich the principles would not be used as a '•guide** since 
previous experience in using the present Section XV, Part. 2, as. a guide in 
pricing fixed-price contracts had resulted in formula pricing. The 
majority, however, while cpncurring in the concept of a separate part for 
fixed-price contracts, believes that since cost analysis is an inportant 
factor in pricing many fixed-price contracts > we need to state that the 
cost principles will be used “to provide general guidance" in the pricing 
of such contracts. While recognizing that even this latter tie-in to the 
principles runs the danger of some formula pricing, it is recommended here 
as a middle ground idiich offers the best accommodation of the many conflict- 
ing points of view which are involved. 

While we have redrafted the Applicability Section many times, 
we are not able to present a fully coordinated new draft at the present 
time. Tab C, attached, appears to offer the most practical solution. 

It is famished herewith to serve as the basis for future discussions of 
the basic policy questions underlying the resolution of this difficult 
problem. 


u 


^ The representative of the Assistant Secretary of Defense (Comptroller^ 

does not concur with the views e:q)re3sed herein. It is his view that to 
the extent costs are a factor in pricing, they should be evaluated on a 
uniform basis regardless of the type of contract involved. He believes 
that the present proposal is inconsistent with the policy previously 
established after thorough consideration at the highest levels within the 
Department, and that the Applicability section contained in the 21 August 
1958 draft, with certain minor revisions, should be retained. 


3 Incls 

1, Tab A 

2, Tab B 

3, Tab C 



, wv/,. 

'Staff Director, ASHl Division 
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12/9/58 


TITLE OF SECTION 

In order to avoid the charge that ASPR See* X7 is not "Cost Principles" 
as the present title notild indicate, ' we recommend that the title be changed 
to "Contract Cost Principles and Procedures*". 


UNDTOSTAMDIHOS 

Modify’ l5~20U*l(b) of the 21 August draft to read as foUowst 

"•••Such agreement may be Initiated by contracting officers individually or 
Jointly for all defense woric of the contractor, as may be appropriate* Any 
such agreement shotild be incorporated in cost^reimbursement type contracts 
or made a part' of the contract file in the case of negotiated fixed-price 
type contracts, and should govera the cost dsternihations covered thereby 
thraughout the perfoxmance of the related contract* The absence of such an 
advance agreement on any element of cost will not. In itself, serve to make 
that element either allowable or unallowable* However, the nature of certain 
costs is such that advance agreements are nozmally essential* These aret 

(1) precontract costs (ASPR 15^20U*2 (dd))i 
(iiV rcyaltieo'(ASPR 15-20U.2 (JJ))} 

(ill) travel costs, as related to special or mass personnel 

movement (ASFR 15-20U*2 (ss)(5))j ^ 

Examples of others for idilch such agreements are nozmally appzmpriate, though 
not essential, arer 

(iv> use chaises for' fully d^eciated assets (ASPR 15-20U*2 (i)(6))j 
(v) compensation for personal services (ASPR 15-20U*2 (f))j 
(vi) defexred maintenance costs (ASPR 15-20U*2 (t)(l)(ii))i 
('^i) rasearch and di^lopment costs (ASPR 15**20U*2 (ii)(6);; and 
(tiii) selling and distribution costs (ASIR 15-20U*2 (kk)(2))*" 


DIRECT COSTIMS 

m order to take care of a concept which' had been Inadvertantly omitted 
and to avoid duplication of charges under certain clz'cumstances, we racommend 
addition of. the following sentence at the end of l5-202(a)t 

l5-202(a) Adds 

"When items ordinarily chargeable as Indirect costs aim charged to Qovenanent 
work as direct costs, the coat of like items applicable to other voxk of the 
contractor must be eliminated from indirect costs allocated to Goveziraent WDik*** 
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TAB A 
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12/9/58 


ADVERTISING 

I5~20lt«2 Liatlag of Costs . 

(a) Advertising Costs, 

(1) Advertising costs include the cost of advertising media 
and eorollai7 administrative costs'* Advertising media Include magazines, 
newspapers, radio and television programs, direct mall, trade papers, outdoor 
advertising, dealer cards and window displays, conventions, e^diiblta, free 
goods and samples, and sales literature* The following advertising costs are 
allowablet 

(t) ^vertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale but is placed in 
journals which are valuable for the dis semination 
of technical information within the contractor’s 
industry; and 

(ii) help wanted advertising, as set forth in (gg) below, 
when considered in conjunction with all other 
recruitment costs* i 

(lii) costs of participatiOT in exhibits sponsored by the 
Government for the purpose of developing military . 
applications of products* 

(Iv) advertising relating to accom{GJLshment of the 
contract mission for the purpose of obtaining 
scarce materials or equipment, or disposing of 
scrap or surplus materials* 

(2) Except as provided in (iii) and (It) above, all advertising 
which offers products for sale is unallowable* 


COMTRIBUTIOM3' AND DONATIOHS 

Reasonable contributions and donations to established nonprofit charitable 
oganizations are allowable provided they are eacpected of the contractor by the 
community and it can reasonably be es^ected that the prestige of the contractor 
in the conmunity would suffer through the lack of such contributions* 


The propriety of the amount of pazilcular contributions and the aggregate 
thereof for each fiscal period must ordinarily bo judged in the light of the 
pattern of past contributions, particularly those made prior to the placing 
of Government contracts. The amount of each allowable contribution must bo 
deductible for purposes of Federal income tax, but this condition does not, 
in itself, justify allowability as a contract cost* 


<*/ 
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TAB A 


12/9/58 


imEREST OK BCfRROWINGS 

Proposal t Maintain unallowability of interest as a COST^ but re'vlsed profit 
policy appealing in ASPR 3-808 ,U by adding a new subparagraph (d) and 
relettexing the remaining subparagraphs* The inserted paragraph will reads 

«d* Extent of the Contractor’s investment, // 

— — ■ — 

The extent of a contractor's total investment^ in the performance of 
the contract will be taken into consideration in the fixing of the amount of the 
fee or profit," 


PLAOT H EC O MV ERSION COSTS 

- 

(cc) Plant Reconversion Costs, Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor's facilities 
to approximately the same condition existing immediately prior to the 
commencement of the mllitazy contract work^ fair wear and tear excepted. 
Reconversion costs are noraally unallowable except for the cost of removing 
Government property and the restoration or rehabilitation costs caused by^ 
such removal. However, in special circumstances where equity so dictates/ 
additional costs may be allowed to the extent mutually agreed upon, 

Whenever such costs are given consideration, care should be exercised to 
avoid duplication through allowance as contingencies, as additional profit or 
fee, or in other contracts. 


REMTAL CCgrS 

(hh) Rental Costs, Clncluding Sale and Leaseback of Tiacilities) , 
Revise paragraph (1) of the prlnclfG^ to read as follows > 

(1) Rental costs of land, building, and equipment and other 
personal property are allowable if the rates are reasonable in light of 
such factors as m^ket conditions in the area, the type, life expectancy, 
condition, and value of the facilitiee leaseol, options available, and other 
provisions of the rental agreement,' ^plicatloh of those factors involves 
along ]with o^Mer eon^derati-ons comparison of rental costs with costs which 
woula be allocable if ike facilities were owned by the contractor. 
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DfiAFT 

15 Dec 58/JWM 

COMPENaATIOH 

A. To take care of the glgaatlc prohlea incident to an exaaination of ALL 
eong>en8ation plana, change paragraph (h) aa foUova: 

Coapenaation la reaaonahle to the extent that the total aaoant 
paid or accmed ia eoBBenaorate vlth coapenaation paid xmder the 
contractor ' a eatabliahed policy and confoxaa generally to coiq)ai8a- 
tlon paid by other eontractora of the aaae alze, in the wf i aft 
induatry, or in the aaae geographic area, ^ for alBllar aervlcea. 

In the a dBlniatration of thia principle, it la recognized that ; 
not erery eoig>en8ation eaae need be anb.leeted in detail to the 
teata« Such t ^eata jieedje_^]aglied_OB^]r_tQ^j^oBa^^ 2 i^^ 
id^ich a general rerle y rereala aaonnta or typea of _c 2 | 32 ^ ^ti'on 
^eh appear nnreaaonable or otheraiae oat of line« Hoaerer, 
certain eonditiona gire rice to the need for apecial conaideration 
and poaaible liaitation aa to allovability for contract coat 

porpoaea idiere aaoanta appear exceaaire. Awrmg aneh eonditiona 

< 

are the foUovingt etc.” 

B* lake care of the paat aerrice penaion creMi problen 1^ the 

l^ae "for aerrlcea earreatly rendered" fro« 15-204.2(F)(6)a, and inaert 
at the be gin n ing of paragratfi b(i); 

"accept for paat aerrice penaion coata, it la for aerrlcea 
rendered daring the contract period." ' 
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TAB B 


Part 7 “ Fixed-Price Type Contracts 


15*700- Scope of Paart,' This Part sets forth the gttldellnes to he 
used for the evaluation of costs In negotiated fixed-price type contracts. 
Incl u di n g teinlnatlons thereof , In those Instances idier^ such evmTuatlon 
Is required to estahllah prices for such contracts* "Fixed-price type" 
contracts Include, for purposes of this Part, the following: 

(l) firm fixed-price contracts (ASPR 3-U03.I) 

(11) fixed-price contracts with escalation (ASPS 3-to3,2) 

(Ui) fixed-price contracts providing for the redetermlnatlon 
of price (asps 3-*»03.3) 

(iv) fixed-price Incentive contracts (ASPB 3-to3.lt-) 

(▼) non-cost- Mlmbursahle portion of time materials 
contracts (ASPfi 3-to5.l) 

15*701 Basle Considerations, (a) Under fixed-price type contracts, 
prices, not separate elmaents of cost plus profit, are to he negotiated. 

A negotiated price Is the basis for pigment to a contractor under fixed- 
price -type eontraetsj allovahle costs are the hasls for reltabursenent 
imder.eost-relnibarseaent type eontraets. Accordingly, the policies and 
procednres of ASPB Section ZH, Fart 8, are governing and «>»*•» i he followed 
In *010 nesotlatlon of flxedpprlce type contracts. 

(h) ^ recognized In ASPB Section III, Fart 8, then are within 
the fixed-price type category of contracts certain situations, e.g.. 
Incentive and redetermlnahle contracts. In 'tdilch costs are a significant 
factor In the negotiation of prices. In such sltoatlona, costs must he- 
submitted by contractors, evaluated by the Government, and used as 


to negotlatlag xfair and reasonable prices* EomTer, since 
the basic objectlre, even in these situations, is the negotiation of a 
price rather than the determination of allowable and unaUowable costs, 
the use of cost principles must be flexible* 

15-702 Cost Principles and Their TTse. (a) When, pursuant to 
ASEB 15 - 701 , costs are td be considered in flxed-prl^e type contracts, 
SeoUon :^, Part 2, shall be -used to prorrtde general guidance in llie 
consideration of cost data In conjunction with other pertinent 
considerations as set forth more fnily in ASPR Section HI, Part 8, required 
to establish a fair and reasonable price. 

(b) m using Part 2 of thlt Section X7 for general guidance, ^ 
centraetlng officers ax^ not necessarily required to evaluate specifically 
each Indivlduri item of coot (as is required for cost-relniburoeaent type 
contracts) in establishing a price; nor shall they be required, in sub- 
stantiating or justifying a negotiated price, to «^laia the treataent 
accorded each such Itea of cost. Eotuithstandlng the above, contracting 
officers are required to fhHy substantiate and justify, any negotiated 
price. (See ASFR 3-8li;) 


ASSISTATO SECBETABT OF DEFENSE 
Washington 2$, D»C» 


SapplF and Logistics 

ca 


2epA33tS3cT)of(S^.L) h.-,j gcsa 
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vmsRumm fob tee assistant secbetari of laareNSB (comftbolles) 

TEE ASSISTANT SECBETAEI OF THE ABUT (LOGISTICS) 

TEE ASSISTANT SECBETABT OF THE BAFT (HATEEIAL) 

TEE ASSISTANT SECBETABT OF TEE AIB FQBCE (HATEBIEL) 

SDBJECTt Contract Cost Mnclples 


As yon are aware, oar staffs have been re-evalnatlBg oar prerloasl 
draft of the contract cost principles In the lli^it of the strong protests 
lodged hy Industry at the 1^ October 1958 laeetlng and In snbseqnent 
oorrespoodence. The attached menorandoa contedna the resolts of this 
staff analysis and contains mch food for as to oar final 

resolntloa of this matter* While I am. not necessarily In agreement with 
all of the. recommendations contained In this report, I thlnh that It 
proiriaes a basis for oar further dlscnsslons. I woald like to meet wltii 
yon t^on ny return to Washington In early February for the purpose of 
foznnlatlng a recommendation to -Uie Secretary of Defense* 


(signed) 

PERKINS McGUIBE 
Assistant Secretary of Defmse 
(Supply and Logistics) 


1 Incl 

Memo to ASD (S&L) 
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December 15# 1959 


MEMORAHDUM FOR THE URDER SECRETARY OP THE NAVY 

THE ASSISTANT SECRETARY OF THE ARMY (JM) 

THE ASSISTANT SECRETARY OP THE AIR FORCE (SM) 

SUBJECT: Implementation of Revised ASPR Section XV, 

Contract Coat Principles and Procedures 


Attached for your information is a recent memorandum 
from the Assistant Secretary of Defense (S8J<) which stresses 
the need for a unified approach to the actual implementation 
of the new cost pzdnciples and re<],uests that any implementing 
regulations in each of the Departments be cleared by his 
office prior to Issviance. 

The need for a tmifled approach to this matter obvloxuly 
extends to the activities of each of the audit agencies of 
the Aimy, Navy and Air Force. Accordingly, any instructions 
or procedures prescribed by the Departments for use by contract 
aiidltors in application of the new cost principles shovild be 
cleared by my office prior to Issuance . 


/s/ Franklin B. Lincoln, Jr. 
Assistant Secretary of Defense 

Attachment 


COPY 




December 10, 1959 


memorabddm for the assistant secretary op the army (logistics) 
the assistant secretary op the navy (MAIERIAL) 

THE ASSISTANT SECRETARY OF THE AIR FORCE (MATERIEL) 

SUBJECT: Implementing Regulations With Respect to ASPR Section XV, 

Contract Cost Principles 




While the recently published contract cost principles are a 
substantial step forward, there are many additional areas connected 
with this task which remain to be accomplished. In this connection, 
progress is already \mderway to provide a mechanism for a trl -service 
approach to implement the research and development cost principle, i 
Additionally, I expect to provide you with more definitive guidelines 
in the near future with respect to the problem of cutting over to ths 
new principles, particularly as they might apply to existing contracts. 

I feel sure that you will agree that it is rather critical for 
us to ensure a unified approach to the actual implementation of the 
cost principles. In order to ensure this \miformlty, I would like to 
have any implementing regulations in each of the Departments cleared 
by my office prior to their issuance. This will provide a centralized 
clearing house and will be the best method of ascertaining such changes 
or clarifications as may be indicated by our combined experience . 


/s/ Perkins McGuire 
Assistant Secretary of ' Defense 
(Supply and Logistics) 


COPY 


copy 


Deccaaiber 15> 1959 


MEMC3Airou:4 FCB THS UIIDS3 SSCREEAny C? TH3 MVY 

THE ASSISTAI?T SECSEEAPy CP THS mil (K>I) 
aSE ASSISIAIfE SECaSTARy 0? THE AIR FCRCS (R-I) 

SUBJECT; • liipleaasntation of Revised ASPR Section X7, 

Contract Coat Rrlhclplea and Procedurea 


Attached for your Infoimtlon Is a recent aenorandua 
frqa the Assistant Secretary of Befense (SM.) which stresses 
the need for a unified approach to the actual Ir^ideiaantatioa 
of the new cost principles and reqjiests that any in^lemcntlng 
resulatlona in 'each of the DejartaKjnts be cleared by hia 
office prior to issxiance* 

Ihe need for a unified approach to this matter obviously 
extends to the activities of each of the audit agencies of 
the Arny, Kavy and Air Force# Accordingly, any instructions 
or procedures prescribed by the Departanents for use by contract 
auditors in application of the , new cost principles should be 
cleared by cjy office prior to issuance. - 


/signed/ 

FRAI2CLIIT B. LBICOLH, JR. 
ASSISTAIJT SJX^UiTARy CP DSFERSB 


Attachment 


Prep: JIucas/oh/i2/u/59 
a\SB(CC2I?T)AUDrf POLICy DIV 3 B 352 76321 


I 


ASSISTANT SECRETARY OF DEI'ENSE 
Washington 25, D. C, 


CR 

Supply and Logistics 


February 10, I960 


MEMORANDUM FOR The Assistant Secretary of the Army (Logistics) 

The Assistant Secretary of the Navy (Material) 

The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
principles and Procedures, ASPR, Section XV, Part 2, as 
Revised' by Revision No. 50 dated 2 November 1959 


y 


* 

1. Purpose. The purpose of this memorandum is to establish uniform 
procedures for the implementation of the Contract Cost Principles and 
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50, 
dated 2 November 1959, with respect to new and existing contracts with com- 
mercial organizations. Procedures with respect to new and existing contracts. 

/ith colleges and universities under the revised ASPR Section XV, Part 3, are 
mtained in my memorandum dated October 12, 1959. 

2. Backgroxind. The Notes and Filing Instructions of ASPR Revision 5C 

provide that the principles and procedures set forth in that Revision are manda- 
torily effective 1 July I960, but that compliance therewith is. authorized upon 
receipt of the Revision, and that existing cost- reimbursement type contracts 
may be amended to include the revised principles, but only if the amendment 
will not be to the disadvantage of the Government. * . 

3. ' Procedure. Set forth below are g\iidelines to be. followed in implement- 
ing the revised cost principles. 

(a) Existing Cost- Reimbursement Type Contracts. • 

(1) Total costs measured under the revised cost principles and 
procedures applicable to costrJ^eimbursement type contracts may differ from 
total costs measured under'^e cost principles and procedures now incorporated 
in existing cost- reimbursement contracts. Furthermore, while it is probable 
that such differences would not be substantial in most cases, an accurate appraisal 
of the differences in each case would, in most instances, require an unwarranted 
amount of time and effort on the part of both the Government and the contractor, 
particvilarly in connection with evaluating the cost impact on subcontracts and in 
*^he case, of a particular concern when it is acting as a prime contractor and al so 
f.B a subcontractor to another prime contractor. 



(2) In view of the above circumstances, existing cost-reimburse- 
ment type contracts shs^ be costed out as a general rule in accordance with the 
Allowable Cost, Fixed Fee, and Payment clause {ASPR 7-203.4) of the contract 
and the cost principles presehtly incorporated therein by reference. For purposes 
of asc’ertaining the cost principles in effect upon the date of the contract, the 
effective date of the revised cost principles shall be 1 July I960 unless the contract 
has been written or amended to specifically incorporate the revised cost principles. 
An existing cost- reimbursement type contract may, however, be amended to 
provide for the use of the revised cost principles when resolution of the adminis- 
trative problems above does not require an \mwar ranted amount of time and effort, 
where such action wovild not be to the disadvantage of the Government and where 
the contractor agrees to such amendment* The following factors will be taken into 
consideration in those limited situations where the amendment of existing cost- 
reimbursement type contracts is being considered: 

(i) anticipated increased or decreased costs, if any; 

(ii) administrative savings expected to be gained by 

costing cost-reimbursement prime contracts with 
^ - a given contractor on the basis of one set of cost 

B principles; 

(iii) the effect on subcontracts under the prime con- 
tract (see ASPR 15-204(b)); 


y 


(iv) absence or existence of specific contractual pro- 
visions or other arrangements affecting the treat- 
ment of certain costs, such as those for research; 

(v) in consideration of (iv) above, the appropriate use 
of advance understandings (ASPR 15-107) as for 
example, where it may not be appropriate to allow 
' independent research costs under the revised cost 
. principles in instances where such costs have not 
been allowed heretofore tinder the existing contracts; 


(vi) other advantages or disadvantages to the Government, 



Contractors should be required to furnish any data deemed necessary in connection 
with the evaluation contemplated above. The cognizant audit activity should be 
requested to provide an advisory report for use in determining the proper 
action to be taken. 
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(3) Where existing contracts are amended to incorporate the re- ) 
vised cost principles, such amendments should normally be made effective as oi ' 
the date of the beginning of the contractor's fiscal year nearest the date of the 
amendment. 

(b) New Cost- Reimbursement Type Contracts. 

(1) In the case of contractors having existing cost-reimbursement 
t^e contracts' all of which are being costed under the old cost principles, new 
contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year. 


(2) In the case of contractors having existing cost-reimbursement 
type contracts with a particular Department or procuring activity, any of which are 
being costed vinder the revised cost principles, any new contracts of such Depart- 
ment or procuring activity should provide from the beginning for the determina- 
tion of costs- in accordance with the revised cost principles. 


h 


' (3) In the case of contractors having no existing cost- reimbursement 

pe contracts, the new contracts shall provide from the beginning for the use of 
the revised cost principles. 


(c) Contract Clauses. The following clauses are examples which ma^ 
be used, as appropriate, in accordance with the guidance stated above. 



(1) For use in amending old contracts and in new contracts where 
it is desired to provide for a delayed effective date for the new principles. 


USE OF REVISED CONTRACT COST PRINCIPLES 

: ■' - . - - - 

Subparagraph (a) (i) (A) of the clause of this contract 

.. entitled "Allowable Cost, Fixed Fee, and Payment" which 

reads "(A) Part 2 of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
Contract; and" is hereby deleted and the following sub- 
stituted therefor: "(A) Part 2*of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 
Revision 50 dated 2 November 1959 vintil . , , and 

_ thereafter in accordance with Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by 
Revision No. 50 dated 2 November 1959; and"; 


(2) For use in new contracts entered into prior to 1 July I960 in 
which the new principles are to be used from inception. 


USE OF REVISED CONTRACT COST PRINCIPLES 

, J Subparagraph (a) (i) (A) of the clause of this contract entitled 

"Allowable Cost, Fixed Fee, and Payment" which. reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
effect on the date of this contract; and" is hereby deleted and the 
following substituted therefor: "(A) Part 2 of Section XV of the 
^med Services Procurement Regulation as revised by Revision 
No. 50 dated 2 November 1959; and"; 

fd> ' Existing Fixed-Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 

Part 6, in the administration of existing fixed-price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro 
visions, understandings, or agreements established in the negotiation of the contract. 

N ew Fixed- Price Type Contracts. Contracting officers will use the 
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the 
negotiation and administration of new fixed-price type contracts as soon as practicable 
in no event later than 1 July I960. 

(f) Terminated Contracts. In fixed-price type contracts, settlements 
for convenience termination shall be made in accordance with the termination for 
convenience clause of the contract and the principles for consideration of costs set 
forth in or referred to in ASPR 8-302, as in effect on the date of the contract. For 
purposes of ascertaining the cost principles in effect upon the date of the contract, 
the effective date of the revised cost principles shall be 1 July I960 uj^ess the con- 

' tract specifically incorporates the revised cost principles. Settlements of cost- 
reimbursement type contracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

(g) Cost-reimbursement Type Subcontracts. Any amendment of an 

' existing prime contract to incorporate the revised cost principles shall specifically 
cover the reimburs ability of costs stemming from cost-reimbursement type sub- 
contracts thereunder. If the amendment of the prime contract does not expressly 
• provide otherwise, the reimbursability of such costs is automatically governed by 
the revised cost principles "(see ASPR 15-204 (b)). If this resxilt is not acceptable, 

. the amendment to the prime contract shall provide that, notwithstanding ASPR 
15-204(b), the reimbursability of such costs will not be affected- by the- amendment. 

(h) Audit Services. In the conduct of audits and the submission of audit 
reports, auditors will use the cost principles incorporated in the contracts in the 
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case of existing and new cost-reimbursement type contracts. Auditors will use 
’ revised cost principles immediately in the case of new fixed-price type contracts, 
'Except where such use under an audit already in process would undvily delay the sub- 
mission of a report. In the case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would vindvily delay the submission of a report or tuiless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles. 



/ s/ 

PERKINS McGUniB 
Assistant Secretary of Defense 
(Supply and Logistics) 
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COMPTROLLER 


ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, D. CX 




fei 


MMOBAliDCM FOB THE i^XSTABT SECRETARY OF BEFBISE (SISPLY AM) LOGISTICS) 
SUBJECT: Contzact Cost Principles 

I have read the proposals of the vorklng^ grot^ vhlch you trans- 
mitted by memorandum of 31 December 19^ and concTir In aU of the 
vorklng grove's proposals except for the proposed handling of appUca- 
hlllty to fixed price contracts and the stated reasoning supporting it* 

The version proposed in the 21 August 1958 draft, with perhaps . 
the Inclusion of specific oreference to ASPB Section Part 8,^ 
appears to be a much more meaningful and logical approach* The pro- 
posed revision would fan to furnish the uniform guidance which- 1 
had understood we set as our objective* It is deficient In that it 
does not differentiate between the significance of cost principles ^ ' 
in retroactive (redetezxninatlon and Incentive) pricing as against ^ 
prospective pricing situations* It could well necessitate! the sepa*> t' 
rate, piecemeal issuance of additional guidelines covering ^eclflc v:; 
areas or conditions as problems arise In the future* In addition^; 
idille it Is understood that the Coog^troller General ml^t^^ now ber; : 1 
willing to concur in the 21 August draft, in view of his earlieir: . 
criticism of that proposal, it is doubted that he would be amenable 
to fuller beclouding the applicability statement*-^' Attached are ^ - 
comments in greater detail on this recommendation* . 

Q3xu8,^ i^ is believed that we should proceed, as soon as possible, ^ 
to Issw the principles substantially on the basis proposed on 21 August^;' 
after reflecting the other changes recommended by the worlslng groi:p* ^ 



r: J* Mcifell/- 

A 'j /CC. - 
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19 Hhf9aitT 1959 


MBNOSAIDaC ]DR TBt ASSISTART SSCSSTABX Of 101X181 (SlPPLX ASO LCOXSTZCS) 
819JK?l GwtraH Coit Frlattlfl** 


2 «• prevUlBg jtm Iwriwitli vitli owtaia badegramt aaWrial Amf 
hm 1 r vltl tb» KaUrial StaiwUrUs* BMilac ibt Coatim«t 

epfi mMlplat. Additiosallr* Z « prorldioc je« with & ipTfi ahMi* 
•bovlat tl» MMltttlcu vMdi V* propose of tho -norlono i««w« 
yiih ZateoUr «i tho 15 Ootolwp 1958 BMilng* 


Za opobmUos }ti%k tho Mrttrlol Soorotorioo* aootilMro it io ^ 
oiqpooUliM that tho Mjovitr of tho roftwonMatloao aodo tr tho Spoolol ^ ' 
talk Ora9» uhlch Z hoado8» idll bo fovorohl^ ladovaol. Za tho oroo «dTr - 
spooifio olaaoBto of ooBt« tho ro o c tad atlca vhioh wo hooo aoto vlth: 
roopoot W oeatrlhntieao aai d oa ot i oa o vill paratofeo diooaootos aai peooihlO 
. lioooat#.' Z ttk adrlaod that tho liv Itvoo oill o^ooo aakiaf thio oiMoat - 
aa alloiiahlo ooft« W|dlo otaff oZaaoBto vlthitt tho inr l^w faw- C 
ito a llooih ilityf 2 aa aathLo at th l o tiao to pradULot that flaol dnavtaoatal 
poalttOBO»^; 


i U oatliao4 la iqr oopoot to >oa, tho spMatloa of appliodMIltf of tho 
ooot priaoiplo# lo tho aojor polat at ioaao vlthla tho Oopartaoat of 
hofoaoo at tho proooat tiao* Ao 70a will rooall* thlo ohbjoot oao raiaoA^ r 
ao a Bojov Iomo hr Zadaotof* 2 haoo hold aoMroao dioottooioao oa tho^ ^ 
^ootioa of ^^oa h Ality iiihooifaoBt to adadoaloa of ajr voport to yoa«^ 5’ . 
fhooo diaoaoolQao wnro priawUj hod vlth Mr» TTannoman aad Mr* Kil^ro*^' 

Tho dionootoao voro dooi«BO< to 000 k a baoto foo agrowoat botooaa 
offloo aod that of tho Gaoptoollorf 00 that vo ai|^ iq^pooaA tho aootiag 
vitk tho Matoriol Soovotarloo oa 0 oaoaea baalo* Ao a rooalt of thooo . 
diooMoloaot 2 havo rodraftoA tho appUoahilitgr aootioa of tte ooot < 
pi^oAploo la a BouMV vkioh 1 boUofO «ill bo agrooahZo to t^ foaptohUor *a 
offloo lai yg owa» 2 havo ooaiht to aaho oootala onBooootooo to Zndaotig^ • 
dootpojrlaf tho baoto oo a oo pt of tho ptoTioao draft# of tho applioo* 
bU^ iootloa* 2 hafo prooldod ooploo of thlo rodraft to tho KtUtaqr Bo» C 
pattaoflte oa aa lafosaA baoto* Tho aatavibX^diidi hao booa to ^ofldodv 
to_^ forth oa poor iproad ahoot* 2 m oadoavoriat to prooldo tho fr«o» 
tpoa ^ <hloh aat a ally aoo ^ pta blo a gr o oa o at eaa bo roatfMd at th# atTtlng 


cc • Cdr r Malloy 
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KDfOIUHDISf FOR NR* JOBR JOBSSOS, CZNERAL COIRESBL^; Rtf lOIAL 
: :tfRCIAmCS ARB SFACR- AaCROI.;-:";:.,. 

SIBJSCT k*. ■ Ccntraoi CoH Prloolpi«f.. 




■.'■'I. 'Mi' inoloaloif.a: slni^a' oopjr-.of^ tha-lat«at'?d(rafi'. 

CoatTaot- Cost ihplaolplos*:::.' At yott; sro^ avar«s wir haW; 

- sldarAoj'-a- rarisloa oF Sootlwa, XFf. Fart; 2^,' pF... tfJ^'Foi^., so®atlJBSi*'.j'-, ■.■'■■ 
,Wa;-arauaBdaaTorij^f to;-putt a;^raidi4PR':t^^:.t^:';(^ 

at aa: —rlj 4*^* ^ 

I", ait Funiisbliig’ you this dpart"-!#" aooOrtaii»;'vltit^'iWBf'!4a 
■to doTolop: tha ASfR with doo ragard \tO; th%:Wla^^ oF; ||tf 
H allaltad' waaibar oF ooplas-.'oF.-thla.p a rtioolaa ,di?tF|c’.hsto;„baatt;;«»^^ 

.'■aiOs anl Its dlstrilmtlott wlthla tho" Dapa^ant ofr 

’ ^iatly^e^rollad*.;. Htadlasa.to^si^iik:I^ ba;absi;raoa^i^.,t^ , 
a^:: sttstaatlra^ stwstl^' whloh^HASt-«ajrJWa:t^pr«^a4^:^^":/Hit 
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12 February 1959 


COHTRACT CO ST F RIITOIRLES 
APELICABILITX TO FIXED PRICE CONTRACTS 

Mr* McGuire's menorandm of ^ December 1998 transmitted for 
consideration the proposal of a vorklng grov^ to sTibstantlaJly change 
the material on applicability of cost principles to fixed price con» 
tracts and to place It in a separate part of ASPR Section XV* 

Basically, the proposal provides that cost principles shall be 
used to provide "general guidance" In the evaluation of cost data In 
any fixed price contract where costs are a consideration (as opposed 
to the basis for evaluation)* There follow some of the reasons why 
this proposal Is considered to be less appropriate than the prior 
approach of 21 August 1958* 

1* Confusion In purpose and effect ~ In peuragraph 5 of the 
staff memo giving reasons for the proposed revised approach, a major 
point revolves around the fear of formula pricing In fixed price con- 
tracts \diere costs are a major factor In pricing* There appears to be .. 
some confusion as to the peat which cost principles play in pricing 
such contracts* Cost principles apply only to the deter^w^ watlon of 
costs * Nhat effect costs have on pricing Is entirely a sepeoate matter 
beised vpon the circumstances as well described In the 21 August draft 
and elsewhere in ASPR* 

Actually, pricing Is a "formula" (not a dirty word) matter to 
the extent costs must be relied \;pon as the major factor — which Is 
very often the ease* Prices equal costs plus profit allowed* But there 
Is no reqjulrement to negotiate and agree rpon costs and profits separately, 
except for incentlve-t;ype contracts* Yet the contracting officer. In such 
cases, must unilaterally evaluate costs as a basis for arriving at his 
determination of price (which price must be agreed upon with the con- 
tractor), and for Justifying It to his siperiors* In the case of In- 
centive t^e contracts, the agreed pricing formula requires negotiation 
of costs s^>arately before price can be determined* Costs must be ap- 
proached by the contracting officer Item by Item In such cases — In the 
one case throu^ negotiation. In the other by unilateral evaluation* 

Therefore, detailed evaluation of cost Itemis Is appr op r iate* 

Ihey should be defended on the same basis as cost-reimbursement-tTpe 
contracts, especially where fixed prices are retroactively determined* 
Profit allowances, however, (not costs) should be flexible In each case 
considering the appropriate factors, especially the contractor's risks 
and efficiency* 


2« Problem In arrangqnent of ASPR — While the mere extractloa 
of the fixed price applicability material from Part 1 and placement in 
another Part (7) appears to be a minor mechanical or technical matter^ 

It could veil lead to confusion* The vorldng gzoi^ appeurently did not 
consider this problem* Based xqpoh strong, objections to a prior attempt 
to renunher the i^urts^ especially Part 2 because it Is referred to In 
thousands of existing cost t^pe contracts, the assuoptlon Is that Fart 2 
vould continue to be a statement of detailed cost treatnent for stgply 
contracts vLth coomerclal Institutions* Farts 3 AQd ^ vould cover 
educational Institutions and construction contracts respectively* 

Ohls vould leave I^urt 1 logically for "applicability'^ not only for 
cost^tj/pe contracts, but all costs* The proposed cLLtematlve additional 
Part, probably vould be another on applicability to fixed price con* 
tracts* This vould appear to be an Illogical and Inconsistent arrange- 
ment* 


3* Who vlll be governed by the prlnclplest — iUmbst from the 
inc^lon of this project, there vas basic agreement oa the laportant 
concept that all three of the parties Involved in procurement cost ~ 
matters — the contracting officer, the contractor, axid the auditor — 
vould be guided by the principles* This has been eminently clear In 
all prior proposals but is not covered In the current proposal* 
exclusion could veil lead to confusion ^nd an Increase In the cost of 
administration* The concept shotild be reinstated* 


4* Effect of risk on application of cost principles — la 
Justifying the proposed new appUcablU'^ Part, there appears to be 
seme confusion vlth respect to risk In tvo respects* The first relates ■ 
to the reference to "the riskless cost type contract*-" seems to 

say that there Is no risk In cost type contracts, and to imply that 
there Is a hi^ degree of risk in alL types of fixed price contracts* 
There are, of course, seme risks In the cost type contract — ‘ttie ~ 
problems of termination, ceilings, unallowable costs, etc* On the 
other hand, the degree of risks in fixed price contracts varies 
greatly*- For exaaple, generally In fixed price incentive contracts, 
the risks would be little greater than in the cost type* la fact, 
scale contractors have admitted that th^ favor incentive contracts 
because- of the substantial elimination of risk vlthout the stringent 
T Imit at i o n on profits* Likewise, retroactive price redetexmlnatlon 
approaohea the cost-reimbursement basis Insofar as risk Is concerned* 


The second aspect of the confusion relates to the nature of 
payment for risk* Risk Is taken Into account in tvo ways* First, by 
our ova pricing and profit policy, risk la one of the factors considered 
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1a establlfiMng the level of profit* Second^ the prlAclplea contain 
a provision allowing for contingencies In estimating costs* Thus, It 
would not appear that we should try to take care of the risk factor 
by as a cost In fixed price contracts elements such as advert 

tlslng, entertainment or contributions, \^ch we would dlsallov In 
cost type contracts* !^s philosophy would tend to beclotid management 
evaluation of fees versus profits by classes of contracts, and runs 
counter to our previously adopted position that no type of contzact 
should be more attractive than any other solely on the beusls of 
treatment of costs* 

5* Retrospective vs prospective use — The proposed version 
Itsnps all fixed price contracts In the same category Insofar as applica- 
tion of the cost principles are concerned — a general guidance basis* 

The prior version provided for better guLdance In this respect In that 
It differentiated between their use in retrospective and prospective 
situations* In situations where we are looking at hlstorlcaL costs, 
as In the ease of price redetermlnatlon and particularly Incentive 
formula settlements based exclusively on incurred costs. It Is believed 
that the principles must be the basis for determination* There may ba 
a less compelling reason for asserting they are the basis for prospective 
ar^rlclng (perhaps only a guide), yet to the contracting officer they - 
should be the basis* 
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MEMORANDUM EOR ASSISTANT SECRETARY OF DEFENSE (S&li) 
SUBJECT: ^ Contract Cost Principles 



Tlie Department of tlie Army conctura in. the draft of Section \ 


XV", Contract Coat Principlea and Procedures,^ dated 12 May 1959^^^ ! 
referred to in yoxix memorandum of 15 May 1959, subject an above. - 
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DEPARTMENT OF THE NAVY 
OFFICE OF THE SECRETARY 
WASHINGTON 


2 9 MAY 1959 


# 


MH'IORAIIDUM FOR THE ASSISTANT SECRETAET OF DEFEJSE (SUPPLY AID LOGISTICS) 

Subjj The Contract Cost Principles and Procedures, comment on 

Ref : (a) Memorandum from ASTSECDEF(S&L) of 15 May 1959 re Contract 

Cost P ri nciples and Procedures revised draft of 12 May 1959 

1. Reference (a) has been reviewed by my staff and with the^ exception of 
the following comments, I approve its issuance: 

a. Page U, line 19, after "will not," insert "with the exception of 
the li^tations on rentals paid under sale and leaseback agreements. (See 
ASPR 15-205. 3U (c)." Also include on page 5, as one of the exanmles of 
costs for which advance agreements may be particularly in^jortant "(ix) 
Sales and leaseback agreements." This is considered necessary in view of 
the specific limitation on such rentals in ASPR 15-205. 3U (c). 

1 i^® U, change (i) to read "the item is' regularly 'manu- 
factured and sold by the contractor through commercial channels for 
commercial md use> " (Underscoring supplied). Change (ii) to (Hi) 
add a new (ii; as follows: "the charges for the item(s) are nominal in 
amount." These revisions are considered essential to avoid a situation 
where the "commercial" customer of the vendor is a prime or subcontractor 
to the Government and the prices of the items have not been established • 
in the non-govemmental market. Also, if the total volume of such items ' 
is substantial,, it seems only equitable that they should be charged, to 
the Government contracts on a cost basis (rather than at a price which 
incudes a profit element) in order to avoid the payment of what may be 
hidden profits. ^ 


c. Page i;5, top line: 
"unallowable." 


the word "^owalie" should be changed to 




^ n ^ (i) Sifter "instances" in the fourth 'line or ^ — - 

delete- (li) in the fifto line. ® . ■ , 

industp- has been primarily concerned with the applicability 

contracts.. The^recent letter fro^^ 

® strong reiteration of this: position. Although I do 
f^thS issuance^of the principles should be delayed to accommodate a 

subject, I recommend that in the practical im- 
the principles, the servicesibe cautioned W avoid toe 

exLst ^ter a reasonable period of inpleraentation of the principles. I 
strongly recommend further consideration on this matter at that time. 



C.P. MILNE 

Assistant Secr^iy of the Navy 











IM:- 








for Coxnranlatie# 


litakli 


Xki 


. I » t \ ■ *1* I # 








■ ,*. '*■■■'. *> ■*• •'» • J--,. >- i V'-.^- '. • ‘ -St .''"^ :'m ■ - "l~ *i * ; 'I'!''"'* 1 ’. *'•■>“’■■ .-,•. J. -•‘‘; ‘ ’ ■*> '' *•', •'* ^ i/. ' '.. ■.’ ..i " ';... r'-'.^ *j 


.. <: (• \ j ^’'V ^ /'■>>. -‘ ;vv ^ ^ 








^ 'i; i-^'''''v‘ -i"^ 't*.- '.|. V'*'''^.'; ■- .*.'n ,,"'»<*** r tv. ..-■ ... t.v.* >'-.■.*■ Vjp V .J ;* ."j ■ ,v* -^ . 








I-, 












r/ thiU W k«9t ta tlia 


■■'I-' ^ “**®^****®* or dtandaatittt a 

MtUaMBt, tba priaoivlM la th« iq^pUeahU oT ilOT 8 «otl«i XT, 
Mt tbM# Mt <>gt> 


jM'-a-gnU#;'; 


O0HP«l»tloa it iltxdk eamtM - ' 






V M 




.... _ ,r.;'.7.. 'V, -t'' 


-■. - “'■ iV' J" ^ 3 ' .i'v- ■'■' ./;•■■*■ -.V''t'-*' ■* ' • ■ ^'-'5 ' 






u V ;'- :.!- •<; ■ V* \ ...i- ' . . : 






^•■ 1 ' •; 






^ ‘ ..* '■ , .,: ■ ‘ * • ,y 


» '•• •' 


1 '. •' ); •* . ;■./-• V- < ' • ■- ..• • 

’-• ', • .- V -r- '•- • .*•.••• 

r:,. ; ^.\\- . 

i / f^X'''jr ■-■?. 

.:>:• -' ’.i ' . C'rf-" ' ■••, ; 
"-■■iv - -r:::'v* r • ■• / A ‘ ^ r 




* • '.. V»: ^ . .. •a '*‘X‘ -.^' ‘^<< i t> 

jSliSj^; lit ■ 




cottft eMsaoit 1 m 4d«eoittlxnitd iaaidlftttCUr «ft«r th» mttwtif dat« of 
t oi -i iimtl iat inck «Mt* aagr 1M ooniidwd «11 omA 1« vlthla th* Uai* 
UtiOBS t«t itotli la ium Xf« mA this pancr^ 3*308« cse^ that 
aagr estts oontlTTOlt^ sftsr tindastloa Aus ts ths Mgilscat or 
vUfial Ihlltars of ths eontzmetor shsik^ hs eeasldoaroA soOloiMihls. 

(3) Tnitlsi 6oits« inoltiAliar stsrtlas load tad wr»»- 
pazatoiT' coats» ganasaUjr aigr h# ooasldaraA aUoMhls* . 

foonsrlag nataro orlslag la tbs mtSj staiPM of prodaotloa apA.aoh fuUj 
•baoatMNI; hooaoss of ths tozalnatlOB* 8a0h: oosts aiii^ IwlnAs tiM coat 
of labor axM aatovlal> laft rolatoA omhaaA attrnmta blo to |w^ Ihotors 



of yw^alngi, (Ul) oqleToo tzadbdafl# oat (It) ladMdLliajpliqr or laaii 
ot CBq^orioBtto aitb tho iroAnot^ satovlalSf 


h» IToiMxmtwr coats ara costs iaawroA- ir 





r 



% 


Ifttt tht littl — inti Is os tbm 

tavwtscx iMslSi iBltlsl essts ilioaU aonnllx ^ *i-i^*t* os tits 
tesU sf tstaX «al itoM «sUsd ibr tjr ths eootzset laMdistsl^ prior 
ts tszsiastidni howtwt it tbs eootrset inolsass sad it«s ot s divsns 
ostarsjr MBS sttsr sqixltabls teals say te assd^ sueh as *"**MTm sr later 


•• Vbm laitl sl easts ars laelaM la tbs 
iSttlassnt proposal as s diraeft ehsrgs* sate eoats ibslX aot alas te - 
lasittdsd la ombaad.. 




seat is protsatsd by trsaalSi^ si' titls or by other iiiwtis ilsaiaat apxu,upa. U LLji .. 
& ecartraot^ omesri^ aad ths leas sTussm valos as to ; 




¥ 


(i) thtf wuKiaft oH luc^ rcotal irlnlTiitit dnxi xM>t ’ 

u«i pt atm pro* 


and 


(U> 


Malgin MtUdFf pr oth«nfl|Mi rtdoe# 


provided tadi altoroticuo voro aooaoiOttj fOr tbo povfbnaaeo pt tho con* 


- V ■ , -■ .-• ■: 


CQiiAldwtA iTIrminai 


W 


*-i-- '.- 


iMDilo clftVlCttlA UA llBlliUf GOSt^^ 


-i v':. f \\ ■■ 


v“ ..i. 


^-. ‘/ : ■ : - ^'V. - ■ ' -- V-.' ■ ^ V ! • 

•' , , 'Vr,»' :■^^• ' ,\!«-.‘ 


« 








<tt) 




^ ( 7 ) 8 »ibcortraet(a» C!m 1 — > 

tlOft «f eUlsa 


/ 


4 




■m 






9 * 30 $ : ' Allowmc# for ftofit* 

(ttw prtot»* i«ni e*303) 

8 * 30 % AdJmt— rt lb> lomti 


(Sli« prlat«d ibsm d*30l») 
8.305 Oiduatidni ' 

(Uim priattd iavt 8*305) 
8«306 " ■ CteapUttd «nd tUaa^ ' 

(Ofe# prlaUd Aatt 8*^), 
8 * 30 T Bttlingrt i>rqiao«*'»*‘ 


f 9 ii« prlaitd ips 8^307) 


liig* 83 I 8 « 303 C«) * Xiai % * ehof* jttxm^SufHcaX r ii ygi n cif--- ■■ ' 

■•■■;' . ■ ••"•■' 8 * 308 (b)(S 7 )’ to 8«3oa(6) 

HiilO 638 8 « 3 o 4 (b)(lli}«IiioO 3 * ptrenth^etJL 

8 -W(b)(X 3 ): to &> 388 < 3 ) : . 1 ^ •' 

fifO BftX' 8*503*5 ^ tlM 9 • ohtagt pMozithstleol rofOrtnso' 

8.3eaoa)(«)(u) to 8^302(1) 

fiiot 888 • &lt Cl a ini o o TCOt oa^ 703 # poro' (f) doato rof i te oncoi to 

/ prt&eis 3 M io SMtiio X? asO thotO 


la SMtlionS# fiart 3 


: ..r 


V 

k. 


^ 1 :%^ 
.v <' 




1# eonsiterlBg eo«t dat« •• ft gold* ftar afleotl*tlo& 
d*t«*la*tlOB «t ••ttTimntft md«r Hanft^pvte^ or ooftt-nliAvrMMoft 
typft Bflii.pvofit w Bo-fiM eaatxmetft fbr «9«rjlMBtfti« amlopmUt^ 
or rMmr^ noxk Htft •dimtloaol or otlior aoo^fit Inrtltatloi, 
eoBtftla tho toxsiafttlea olouio oot la A8PI 8«70^^, 
itw of eoot ^ fbrtft la imi footloa j?, 3 M iari 

^ o^tojftot tft thft gtaoKftI yojtioioft iwft fhrth jg 

Mri8.3o&^v 














tA ^”5iw--«fc;»ii»* r. 








ISS 








»>■ ' fifi* % M 

te «lA«djr iBAirnaod Utet tf 

*wdLi V^ tefletekeus. 

•f «ie wti>m ^ ” >»«a«i<lKr^iap 


/ •f .-^1® .Mitten lJKVQJLVV&«'^./fllXM® r't^^ 
.jMMHgBt®^ -a 


MM te ofifar M 

«Ha>tJiMrt ae «M 


: '■'!« '-Ill 

4 Pcoaife^ti 0 B 
«tlM® ama 
;iB V»t> ^lii; 
M lait pan 
la Uk Mr 1 

•toM tikKt i 
tlwt It la a 
pallop gna»ri, 
aBdMratJsAla^ 

tiM fa^OM'a 

tO-i 




Cp(£ 

O^D 



l^«22(e) of tht ; 

; ;'Of :aat«rlaJL ^ ''"' 
j iftldi mm tpgmmn, 
lA .ttMt ^1 
iaap^alltT peapia 
«B Mm mMr- 
!^ to tils sffaet 
Bot of Safsasa - '\>-...: 
l^aiMtXy ^a 

' aallod i|paa. '<• 




































ASSISTANT SECRETARY OF DEFENSE 



WASHINGTON 25, O. C« 


COMPTFIOLLER 




[ 


MAY 2 6 ISIS 


MEHCBANDOU FOR ASSISTANT SECRETARY OF DEFENSE (SGL) 


SUBJECT^ Contr3ct Cost Principles and Procedures 


By memorandum of May 15, 1959, you requested my approval 


of the Hay 12th draft of cost principles* In consideration 


of the many divergent viewpoints which, had to be accommodated 


therein and the urgent need for principles in the negotiated 


fixed*«price area, I give my approval* 



W* J* McNeil 




OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 2S, D. C. 


CR 

SUPPLY AND LOGISTICS 


13 May 1959 


MEMDRAMDIJM IDR THB ASSaSTAHT SECRETAHI OP DBIEIBB (SUPItl JIHD LOGISTICS) 
Throughs Director for ^ocurement "Folley /y.^ 

SUBJECT: Contract Cost Principles 


Mr, Mlgore and I have oet with representatives of the Military Departments 
to consider the changes which were made in the Contract Cost Principles as a 
result of the meetings wo held with Industry representatives on 1-3 April 1959. 

I am inclosing as Tab A a new draft of the Cost Principles which we recommend 
for your approval. This draft has been concurred in by all members of the 
special working grot?. 

While we made numerous changes in the previous draft as a result of the 
liwiustiy meeting and our further consideration of the Cost Principles, a great 
majority of the changes were of a clarifying aatiure. Several revisions of a 
technical nature, such as the definitions of direct and indirect costs, were 
made at the suggestion of the Industry representatives. Ho change has been 
made in the research and developaent principle as a result of our latest 
reviews. We have made certain editorial rearrangements of the material 
we feel has Is^roved the overall content of the regulation. Pbr example, we 
have Included the section on Advance Ifeder standings in Part 1 of the regulation 
in lieu of having it an Integral part of the cost principles themselves which 
are set forth in Part 2 of the regulation. 

Tour particular attention is Invited to the following changes which we 
recoioneiui for your approval, but which go beyond the type of clarifying and 
technical changes mentioned above: 


1. Advertlalng 

The ^uatry representatives argued strongly and rather per- 
suasively that our proposed coverage of the cost of exhibits was much too 
narrow. The previous draft contained the following: 

"(ill) costs of participation in exhibits yjpon 
invitation of thh Government:" 

Our reco mm en d ed revision is as follows: 

”(iii) costs of participation in exhibits— 

(a) iq)on invitation of the Government^ or 

(B) which exhibits are valuable for the pur- 
pose of disseminating technical informa- 





tlon vdtMn the contractor's industry; 
however^ such costs are not allowable 
under this subparagraph (B) if the ex- 
hibit offers specific products or ser- 
vices for sale;” 

It Is our feeling that the principle as revised does not open 
the door too far with respect to costa of exhibits* We allow costs of 
advertising in trade and technical Journals which do hot offer specific 
products for sale but are placed in Journals which are valuable for the 
dlsseslnatlott for technical infonnatlon within the contractors' Industry* 

It seeiAS logical to us to allow the cost of exhibits under the sane circuni— 
stances* 

2* Training and Educational 

Ve have revised that portion of this principle which deals with 
costs of part— tine education at an under— graduate or post-graduate college 
level by deleting the restriction to "technical^ engineering^ scientific*” 
Our discussion^ even within Defense, indicated that the term "technical* was 
subject to varying interpretations* In Its narrowest sense. It could be 
considered to exclude certain training which we considered acceptable such as 
training of contract administration personnel and the training of certain 
technical personnel in sound business and cost control techniques* The other 
controls and restrictions which we have as a part of this particular cost 
principle seem to us sufficient to prevent any abuse* 

3* Ji=^* Coat Prlnclplea and Their Use. 

The previous draft of a ppHion of this paragraph was as follows s 

”(b) Whenever an occasion arises in which acceptability 
of a specific item of cost becomes an Issue, Section X7, Part 
2, will serve as a guide for the resolution of the issue*” 

Ve have revised the above as follows: 

(b) ”]^ retrospective pricing, whenever an occasion 

arises in which the acceptability of a specific Item of cost 
becomes an Issue, the appropriate part of this Section X7 will 
serve as a guide for the contracting officer in his conduct 
of negotiations*” - 

The Industry representatives were particularly vocal with respect 
to om: previous draft* While they wotild have much preferred to see this para- 
graph eliminated entirely, we were able to work out an acceptable con^romise 
which serves to ellmtnate the impression which could be read into the previous 
draft that we would resolve eonfllets on specific items of cost dictation 
or slavish application of accounting rules* 


2 




Many suggestions offered by Industry were not acceptable to 

otir working grot^ and have not now been incorx)orated in the revised draft* 
Some of these su gg estions concern themselves with costs connected with 
patent Sy ta:xB3 and insurance* The Industry representatives felt quite 
strongly that we should change our principle on bad debts to restrict 
the unallowability of such a cost to **comniercial'* bad debts on the theory 
that there are numerous instances within the Defense industries wherein 
bad debt e:qpense is encoimtered in connection with government contracts^ 
withoTzt the fault or negligence of the contractor* Vhile of us 
felt that the Industry point here was well taken« the departmental 
representatives did not consider such a revision appropriate and hence 
it has not been made in the attached draft* 




It is my hope that we can esqpedlte the remaining clearances necessary 
in connection with these cost principles to the end that they can be sent 
to the printer during the month of June* In this way, they could be 
mandatorlly effective on 1 January I960, although they would be available 
for use tqpon publication* The following specific actions seem necessary 
prior to the releasing of this regulation for printljigs 

1* The attached draft should be specifically e^roved the 
Materiel Secretaries of the Departments and Mr* McNeil as soon as possible* 
This could be accomplished by memorandum, by discussion at the Materiel 
Secretaries weekly meeting on 2L May 1959> or in a: special meeting ^ 

for this purpose* 

2* The question as to the necessity of obtaining the specific 
approval of the Secretary of Defense should be decided* 


3* The method by which we deal with the General Accounting Office 
should be determined and the program of action in this regard should be 
initiated* 


4* Ve have a commitment to discuss the cost principles prior 
to publication with Dr* Saulnier and the Committee on Government Activities 
Affecting Costs and Prices* 


( y* M* MIELOr ^ 
sc. DSN ^ 


Cdr, SC, 

Staff Director, ASFR Division 
Office of Procurement Bclicy 


1 Incl* 
Tab A 
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OPPICB OP THE ASSiaCAMT SECRETARY OP DEPEHSE 



Simply and Logistics September 1 , i960 



Dear Admiral Boyle: 

Your letter of 8 July asks for our response to nine specific questions 
relating to the application of ASER 15-205. 35# covering allowability of a 
contractor's Independetit research and develc^ment costs^ in li ght of the 
provisions of ASPR 15-107 ^ihich provides for an advance understsndlng on 
particular cost items (i n cl u ding research and development)^ DOD Instruct 
tlon 4105.52 idileh provides for tmlfarm negotiation of such costs and estab- 
lishes an Armed Services Research Specialists Committee to provide scientific 
ftwA technical advice in eoimectien with the negotiation. 

At the outset a brief analysis of the documents cited nay facilitate 
an understanding of the problem. 


ASFR 15-205.35 allows a contractor's Independent research and develop- 
ment expenses on the basis specifically described. It Indicates that ad- 
vance understandings are particularly Inportant with contractors whose 
work is predomi n an t ly or stibstantially with the Govemmeirt. General guide- 
lines as to the reasonableness of this cost item are included and several 
alternative techniques are provided for use In those situations where it ! 
is determined that the cost is tuzreasonable and^ hence, 'the Government 
should not bear its full allocable share of the total research program. 


DOD Instruction 4105.52 makes provision for the n^otiatlon of con^ 
tractors' Independent research and development costs by a single military 
department when (l) the research and development costs are substantial, 

(11) a substantl^ portion of the contractor's business is with the Depart- 
ment of Defense, and (lii) the contractor's defense work involves contracts 
with more than one mllitaxy department. The Instruction also establishes 
the Armed Services Research Specialists Committee assigns to the Conw 
mlttee the mission of providing, idxen requested, advice to the sponsoring 
department on the scientific and technical factors which influence the 
extent to which the Independent program should be supported. 


Bow we will respond to your specific qwstions. 



• 


y 





«fhA geaond portion of the q,nestlon has to do td.th whether the nego» 
tlatlon procedures are available (a) to any contractor viho desires to 
recorer research and derelopoent eapenses^ or (b) idio also does business 
ulth iBore than one department* It vlU not be necessary for all contractors 
oho desire recorery. of Independent research and development eagoense to be 
considered xmder the procedures established by DQD mstruetlon 4l05*52* 

Zbns^ uhere a small amount of cost Is. IsnrolTed, either because of the size 
of the research and development pro^am or due to the minor amount of 
contracts^ or vdiere a contractor Is d ealin g only ulth one Department^ It ulU 
usually not be fesislble to utilize the centralized negotiation procedure* 
Bbverer> a contractor aho Is dealing alth more than one military department 
and aho particularly desires to negotiate a centralized advance understcmdlng, 
notalthstandlng the amount of cost Involved^ alU be aceosBodated to the 
extent that the current aorkload all! permit* A contractor vdio Is dealing 
alth only one department, but alth several different aetLvltlee aithln the 
one department, may request a centralized negotiation aithln the department, 
the results of 'idilch alU be used throughout the department* 


2* ISalB question asks ahether the doiiAt* volume of contracting deter* 
nines ahether a contractor all! negotiate centrally and Inquires If there 
are additional factors ahlch suggest the need for such negotiation* Ohe 
lar voluma of contracting, as such. Is not significant; however, the aamunt 
of Independent research and development expense allocable to aoxic Is 

an la^crtant criterion* Additional factors are ahether a substantial portion 
of the contractor's business Is with the Department of Defense and vdiether 
the contractor's defense work involves contracts with more one mLUtary 
department. 


3 * Shis question asks If contractors aho.wlll participate In the 
centralized negotiation of research and develepment ezpense will be limited 
to “^ ae who negotiate final overhead rates on a centralized basis* !Ihe 
centralized xiegotlatlon of research and development ezpense will not be 
res'brleted to those who centrally negotiate final overhead rates* Advance 
understandings reached by the research and development negotiators will of 
course be utilized during the negotiation of final overhead rates* 


4* This question asks the role that Government scientific and technl- 
cto personnel will play in negotiating advance understandings la the research 
and development area* Ohe Armed Services Research Specialists Conmilttee will 
xwewj when requested by the negotiator representing the sponsoring depart- 
*®o*^odent research and development programs of defense contractors 
4 ^? «termlne idxether there has been an adequate segregation between the 
noependent research and the Independent development programs* Additionally, 
w cftuad ttee will report and make recommendatloas directly to the sponsoclng 
^p«^nt on the scientific and technical factors affecting the basis or 
S * contwtor's independent research and development program 
will ^ carrytng out Its responsibilities, the conmdttee 

, where appropriate, the services of other research specialists* 
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5* nils question asks "rtiether the nilltary departments irf.ll "control 
a eostraotor's Independent research and developnest program* Our approach 
Is concerned only vlth the problem of cost edlosahlUty and not "control* " 
When the cost of a contractor's Independent research and development program 
Is found to he "reasonable**^ there Is no question of "control" Involved* Of 
course^ uhen a determination Is made that a contractor's proposed program Is 
not reasonable and^ hence^ the fun allocable portion ulll not be alloved, 
there Is a measure of control being exercised* This lype of control, horcver. 
Is oriented tovard the reliobursement of costs under Defense contracts. Abj 
contractor Is obviously free to pursue any tg^ or level of research at his 
own ea^ense* The provision naklng Independent development costs allowable 
only on the basis of a shoving of relationship of such costs to the product 
lines for ihlch the Government has contracts might be considered a t^pe of 
control* Eovever, broad control of the contractor's Independent research 
and development program Is not Intended* 

6* ^ This question asks If a dlsUnctlon vUl be omde between contractors 
whose business Is primarily commercial as against those whose business is 
primarily Government* The mix of Government and commercial business Is an 
Inportant consideration In connection with the evaluation of many elements 
of cost and will be particularly so In connectloa with research and develop- 
ment costs* We have found It necessary to scrutinize costa with more care 
In connection with contractors whose work Is predominantly or substantially 
with the Government* Eowever, the same tests of reasonaUeness will be 
applied In e a c h Instance and the mix of goveraaent einmaerelal. business 
will not, per se, control the final result* 


7 and 8* These questions concern themselves with the \ise of cost 
sharin g fcownlae and request clarification as to whether cost sharing Is 
appropriate unless there has been a preliminary finding that the over-all cost 
Is unreaso n a b le* It Is our vdew that a preliminary decision of uxareasonable- 
nes s sh ould generally precede the use of cost sharing methods* In the event 
a contractor,* s bus ine ss Is subst anti al . 1 y comBierelcG., It Is expected that the 
amount of research and development ea^)ense allocated to ni 

^^*®®l®®ss win act as a deterrent to the Incurring of unreasonable or unneces- 
sary costs* In such Instances a cost sharing arrangement will not nornsLUy 
be necessary or desirable* However, In those Instances where a contractor's 
ousl Mss Is primarily with the Government and the contractor's research and 
develop ment program Is so substantial as to appear to be 
amoTOfe, It may be desirable to enter Into a eoat sharing arrangement In order 
to provide a motivation for more effLelent accoopllshment of the program* 

rnn h ^*^ 1 asks Whether further guidelines will be Issned to 

^n»+?f****® setting forth teste of reasonableness or other criteria 

or xne recognition of research and development costs* While in do not now 
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antlelpato that farther direction •Bill he 
e:q»erlence In operation nay dictate otherwise 

as are necessary to operate the system which has been MtiSSSr^ 

Sincerely yonrs^ 

/s/ 

<?• C. BAlOIEEiliSUr 

Director for ^ocnrement Policy 
Ee» Admiral Jas. D. Boyle, TOff (Ret) 

lihshlngton 6, D, C. 
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THE CHAimN OF THE 
COUNCIL OF ECONOMIC ADVISEES 
WASHINGTON 


February 24, 1959 


MEMQBANDUM FQRs Perkins McGuire 

Assistant Secretaiy of Defense 


It has come to ny attention that certain revisions In 
the cost principles of ASFR are under consideration In the 
Department of Defense^ that such revisions are. about to be 
made, and that they are likely to have a significant effect 
on costs Tinder cost**relmbursement type contracts* 

I would appreciate an opportunity to have this matter 
discussed before the Committee on Government Activities 
Affecting Costs and Prices, naturally, In advance of the 
Issuance of such revlslohs* Would you be good enough to 
suggest an appropriate date for such a discussion? I 
would appreciate It If you would notify John Hamlin, Executive 
Secretary of the Committee, of the date you would find agreeable* 


(signed) 

Rayimsnd J. Saiilnler- 
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’ Cost Item - 

Fringe Benefits 

Insurance and Indemnification. 

Interest and Other Financial Costs 
Labor Relations Costs 
Losses on Other Contracts 

Maintenance and Repair Costs T, 

Manufacturing and Production Engineering Costs 
Material Costs 

Material Handling 

Miscellaneous Office and Administrative Services 
and Supplies, Including Communication Expenses 

Organization Costs 

Other Business Expenses s 

Overtime, Extra-Pay Shift and Multi-Shift Premiums 

!. - ^ X 

'Patent Costs ^ r-; v ia* : ' ■ 


New 

Section XV 
Paragraph 

15-205.15 

r 

15-205.16 


15-205.17 

15-205.18 


Old 
'Section XV 
Paragraph 


l5-20U(b) 
15-205 Cp) 
15-502 (d) 
i5-5c2(f) 


v'- 

fin*' *■ ‘‘iy 






l5-205(k)(r) 


15-205.19 

l5-205(n) i 

l5-20l|(q) 

15-205(0) ^ , 

15-205.20 

15-205.21 

i5-20!i(j) rj;;v 

15-205.22 

, 15-202.1 



' l 5 - 20 h(k)(u) 
l 5 - 502 (e) 


- 

l 5 - 20 li(f) 

' :*■ 

1 . . 'V 

- 

l 5 - 20 li(m) 

Iff ,‘.v 

i ■■ ■’■ ■ 

k'-.' its, 

15-205.23 

. . 15 - 205 ( 1 ) 

i '> • ^ ' 

15-205. 2 U 

l 5 - 20 li.(e) 

. ' * ■ ’ !#!i; 

15-205.25 • 

l 5 - 20 !i(n) 

15-502 (h) , 

'iH 

■::-w 

15-205.26 

l 5 - 20 h(o) 

15-502 (i) 





DEPARTMENT OF THE NAVY 

OFFICE OF THE GENERAL COUNSEL 
WASHINGTON 25. O. C. 


OGC/MHS:ag 
3 June 1959 


MEMORANDUM FOR COMMANDER JOM M. 1-IALLOY 


Subj: Treatment of Taxes in the Revised Draft of ASPR 

Section XV 

1« I understand that the latest draft of ASPR Section XV 
has been sent to the Materiel Secretaries for review. I have 
two comments on the treatment of taxes in ASPR 15-205(41). I 
believe that both of these comments can be accommodated at 
this time without anyone being accused of '*major surgery.** 

2. ASPR 15-205(41) (a) (iii) speaks only of exemptions avail- 
able to the contractor directly or available to the contractor I 
based on an exemption afforded the Government. Exemptions I 
are also available to subcontractors for various reasons. In 
order to include certain of these exemptions. I recommend that 
ASPR 15-205(41) (a) (iii) be revised to read as follows; i <7 // 

taxes from which exemptions are available 
the contractor or cost-reimbursement 
type subcontractors directly, or available - 
to the contractor or such subcontractors t’ 

based on an exemption afforded the Govern- P* 

. . 




ment 


I Y 'f 

h 


'fk: 

e. jr,- * -rf 




3. The language of ASPR 15-205<41Kb)(i) is not clear as 
to makes the determination as to the -existence of a claim 
Of illegality or erroneous assessment. It could be the con- 
tractor, the Government, or a third party. Taken alone, this 
^biguity is not harmful. In fact, insofar as it tends to 

instances in which the Government is 
it is beneficial. However, the 
h on (41)(b)(ii) may be troubUsome. 

to contractor , and the contractor alone 

hf * i®8®i problem exists, and only when 

he so determines that a problem exists must he request in- 


FOREWORD 


Th^« index has been compiled to facilitate reference to the principles for the determination of cost 
currently Incorporated in Department of Defense research agreements with educational institutions. These 
principles era Indexed as of the text current on the bases indicated: 


Section XV, Part 3 - Revised 

Department of the Army, Department of 
the Navy and Department of the Air 
Force Joint Letter No. 4l 

Section XV, Part 3 (and applicable 
portions of Parts 3 and 6) - 
Original 

Blue Book 


Armed Services Procurement Regulation, 

Change No. 30, dated 2 November 1939 

Dated 26 Augxist 1939 

Appendix H, Department of Defense Contract 
Audit Manual, Change 2, dated 7 May 1936 

Explanation of Principles for Determination 
of costs under Government Research 
Development Contracts with Educational 
Institutions War Department - Navy 
Department August 1947 

When this topical index was originally contemplated, there was some doubt concerning the value of 
Indexing the latter two documents. However, it now appears that many research agreements may continue 
to completion utilizing these documents as the basis for the determination of allowable costs. Accordingly, 
it is not u nlik ely that institutions may be performing research agreements under the original and revised 
principles simultaneously. It is hoped that the index as prepared will prove useful to both Government and 
institution personnel confronted with this situation. 

The indexing process disclosed certain variations in terminology among the several documents. The 
foUotring are some of the more important differences: 


Section XV, Part 3 - Revised 
and Joint Letter No. 4l 

Allowable costs 

General administration 
and general expenses 

Indirect costs 
Material costs 

Operation and 

maintenance expenses 

Other institutional activities 
Research agreements 
Unallowable costs 
Use allowance 


Secti on XV, Part 3 ** Or iginal 

Allowable costs 

General administration 
General expense 

Indirect costa 
Materials 

Materials and supplies 

Operation and maintenance 
of physical plant 

Noneducational activities 

Contracts 

Unallowable costs 

Use charge in lieu 
of depreciation 


Blue Book 


Admissible costs 

General administration 
General expense 

Indirect expense 

Materials and supplies 

Operation and maintenance 
of physical plant 

Non-^ducational activities 
Contracts 
Inadmissible costs 
Use charge' 


For puppoaeo of uniformity, the main captiOM utilized coincide with the terminology in the reviaed 
principlea. For example, all referencea in the original principloa to the subject '•Contraeta"are 
under "Reeearch agreementa.” Similarly, referencea to "Indirect expenae" in the Blue Book will be found 
in the index under "Indirect coata." In order to avoid* any confuaion, the index baa been completely crosa- 
referenced to show the captions superseded. 


Revised 
Section XV, 
Part 3 


Original 

Joint Letter Section XV, 

gaj-t 3 Blue BonW 


absent time 

. see holidays; 


Military leave? Sick leave; Vacations 


academic STAIT 

. factor in apportionment and 

allocation of indirect coats 


15-306.1(c) 


ACCIDENT INSURANCE 
. allowability of cost 
. see also Staff benefits 

ACCOUNTING FEES 

. see Professional service coats 

accounting SYSTIM5 

. application of generally accepted and 
established accoxmting practices 
of colleges and universities 

ADMINISTRATION BUILDING 

. operation and maintenance of physical plant 

• as general administration and general expenses 
. as part of instruction and research facilities 

• use allowance 

• classified as general administration 

and general expenses 

ADMINISTRATION EXPENSES, RESEARCH 

• see Research administration expenses 

ADMISSIBLE COSTS 

• see Allowable costs 

ADVERTISING 

• allowability of cost, extent of 

• see also Help wanted advertising • 

AGRICULTURAL COLLEGE CREAMERY 

• as extension service 

ALLOCABILITY 

• as test for cost allowance 

ALLOCATION. OF INDIRECT COSTS 

• actual conditions, consideration of 

• common pool arrangement 

• defined 

« ellml nation from indirect costs of items similar 
to those charged direct to research agreement 

• ’’exclusive of oapital expenditures 

and use allowances,” Interpreted 

• factors to be considered 

• inadequacy of normal bases Justifying negotiated 

fixed amounts in lieu of indirect costs 

• ’’instruction activities,” defined 

• materiality of amounts 

• abbreviated procedures 

• multiple rates 

• procedures 

• inadvisability of classifying certain other 

institutional activities as instruction 
and research 

• process of, defined 

• research separately administered 

• segregation of base into segments 

• sequence of distributions 

. significant changes in conditions 
. single base versus multiple bases 

• single rate basis 

• where ixiapplicable 

• to research agreements 
« usage of term 


15-304(g) 


15-301(a) 


36(a) 

36(a) 


15-303.3 33 


15-307.3(a) 


35 Note 4 

15-301(a) 


13-306.1(c) 

15-306.3(c) 

15-302.3 

15-305(b) 

15 - 306 . 2 ( 1 ) 

15-306.1(c) 

15-301(d) 

15-306.3(a) 

15-306.1(c) 

15-306. 4(b) 

15-306.3(d) 

15-366.3 


15-302.6 

15-302.2 

15-306.3(e) 

15-306.3(b) 

15-306.1(b) 

I5-306.KC) ^ 

15-306.2(1) 

15-306.3(c) 

15-306.3(d) 

15-306.l(b) 15-303.2 

15-302.3 


1 


Revised 
Section XV, 
Part 3 

ALLOCATIOfT OF INDIRECT COSTS (Cont*d.) 

• also Area; 4Urect salaries and wages; 

£xpendlt;urea« tot^; Expenditures, total 
direct; Population; Space utilization 

ALLOWABLE COSTS 

. examples of 15-307r3 

. testa for determining 15-301 (a) 

• see also Costs; specific items such as Communication 

costs; Maintenance costs; Pension plan costs 

ALLOWANCES BY SUPPLIERS 

• as credits to indirect costs 

• as. deductions from material costs 15-307. 3(s) 

Alteration costs 

. leased property, as termination costs 15-307.3(mm)(5) 

• see also Rearrangement and alteration costs 

ALUMNI ACTIVITIES 

• as general administration and general expenses 

. unallowability of coat 15-307.3(hh) 


Original 

Joint Letter Section XV, 
No. 4l Part 3 


15-304 

15-301 


15 - 302.1 

15 - 302.1 


AMUSEMENT COSTS 

. as entertainment costs 15-307.3(j) 

ANNUITY PREMIUMS 
. see Pension plan costs 

APPLICABLE COSTS 15-305 

APPLICABLE CREDITS 
. defined 

. see also Allowances by suppliers; Qash discounts; 

Credits and refunds; Pension plan costs; 

Rebates, Scrap credits; Trade discounts 


15-305 

15-302.6 


APPLIED RESEARCH 
. see Research, applied 

APPORTIONMENT OF INDIRECT COSTS 
« actual conditions, consideration of 
. between Instruction and research, 

and other institutional activities 

. defined 

• factors to be considered 

• group insurance, annuity premiums . aind pensions 
.method, when not included in general 

administration and general expenses 
. inadequacy of normal bases justifying negotiated 
fisrad amount in lieu of indirect costs 
. materiality of amounts 
. abbreviated procedures 
. other institutional activities, 

yardsticks for classification 
. procedures 

• inadvisability of classifying certain other 
institutional activities as instruction 
and research 
. process of, defined 
. sequence of distributions 

• significant changes in conditions 
. single base versus multiple bases 

• usage of term 

• see also Area; Expenditures, total 
AREA 

. apportionment of operation and 

maintenance expenses, basis for 
. see also Space utilization 

ATHLETICS, INTERCOLLEQIATE 
. see Intercollegiate athletics 


X5-306.1(c) 

15-306.1(a) X5-303.1 

X5-302.2 

X5-306.X(c) 


, X5-30X(d) 

' X5-306.X(c) 

X5-306.'f(b) 

X5-302.6 

X5-306.2 X5-303.X 


X5-302.6 

X5-302.2 

X5-306.X(a) 

X5-306.2 

X5-306.X(c) 

X5-306.2(1) 

n5-302.2 


X5-306.2(U) X5-303.X(b) 


Blue Book 


12 


24 


35 

36 


26 


36 


36(a) 


2 


AUDIT 

, coordination 

by Amy o** Navy auditors 
research a«r«taenta subject to 

audit by General Accounting Office 

AUDITING expense 

.as general adainifltration and general expenses 


AUXILIASy ENTERPBISES AND ACTIVITIES 
. as other institutional activities 
, examples of 
• un^lowability of cost 

see also Other institutional activities 


B 

BAD DEBT LOSSES 
« unallowability 

BIDDING EXPENSES 

• allowability 

. see also Proposal costs 

BOND DISCOUNT AND EXPENSE 

• unallowability 


BONDS 

. allowability of coat 

• also Insurance and indemnification 

BONUSES 

* in connection with obtaining Government 

contracts t unallowability of cost 


BOOK ST0BE3 

• as auxiliary enterprises and activities 

• as other institutional activities 

BOOKS 

• cost allowance 

• subject to terms of research agreement 

• uniUlbwability of cost 

BOOKS, UBRASr 

• see Library booko 

BORBOVED CAPITAL 

• interest cost, unallowability 

BUILDINQS 

• profits and losses on disposition, 

excluded from research agreement costs 

• repairs and normal alterations 

• as operation and maintenance expenses 

• unallowability of cost 

• use allowance 

• see Use allowance, buildings 
BUSINES3 OmCER 

• as general administration and general expenses 

C 

CA7EXEBIA, HOKE ECONOMIC 

• as extension service ; 

CAPITAL ABSSS 

» see Buildings; capital expenditures; 

Equipment ; Library books 

CAPITAL EXPENDITURES 

• civil defense costs, unallowabHity 


Revised Original 

Section XV, Joint Letter Section XV, 

Part 3 No, 4l Part 3 Blue Book 

39 

39 

40 
39 

■'.I:-' ':v-: ■ ’ 24 

15-302.6 35 

35 Note 1 

15-305(j) 38(b) 

15-3G7.3th) 15^305(«) 38(m) 

15-307.3(aa) 

15-305(f) 380c) 

15-304(a) 


15-305(b) 


15-303.6 


35 Not. 


1 


15-307.3<lt) 

15-307.3(c^ l5-305(d) 38(f) 


15-307.3(a) 15-305<f) 38(g) 

15-307.3(®) 

15-304(111) 28 

15-307.3(c) 


35 Note 4 


15-307.3(11) 


3 


Joint Letter 
No, 4l 


Revised 
Section XV, 
Part 3 

CAPITAL EXPENDITURES (Cont'd.) . ~ 

. excluded from base for 

apportionment of indirect costs 

• excluded from indirect costs 

• excluded from total expenditures base for allocation 

of general administration and general expenses 
.special assessments on land, unallowability of cost 15-307.3( jj) (ii) 
. unallowability of cost 15-307.3(c) 

. use allowance 

• see Use allowance 


13-306.2(i) 


CAPITAL IMPROVEMENTS 
• see Capital expenditures 


CARE AND MAINTENANCE OF GROUNDS 
• see Grounds 

CARTAGE 

. allowability of cost ~ 15-307. 3(kk) 


CASH DISCOUNTS 

• as credits to indirect costs 

. aj3 deductions from material costs 15-307. 3(s) 

CATALOGS 

• unallowability of cost 15-307. 3(hh) 

CHAPELS 

• as other institutional activities 15-302.6 

CIVIL DEFENSE COSTS 

, allowability 15-307.3(d) 

CLAIMS AGAINST THE GOVERNMENT 

. u n al l owability of professional service costs 15-307. 3(y) (3) 

COLLECTION COSTS 
. see Bad. debt losses 


Original 
Section XV, 

- 3 Blue BooW 


35 

35 


38(f. 


15 - 302.1 

15-302.1 12 


COMMENCEMENTS AND CONVOCATIONS 
. as general administration and general expenses 
. inapplicability of cost to research agreements 15-307.2(1) 

COMMISSIONS 

. in connection obtaining Government 

contracts, unallowability of cost 

COMMON ITiMS OF MATERIAL 

. as termination costs 15-307. 3(mm) (2) 

COMMUNICATION COSTS 

• allowability 15-307.3(a) 

. toll charges 
• allowability 
. as direct costs 


15-305(b) 


15-30^(e) 


COMPENSATION FOR PERSONAL SERVICES 

. allowability 15-307.3(f) 

. see also Direct salaries and wages; 

Salaries and wages . 

COMPLEMENT, ORIGINAL 

• see Original complement - equipment 

COMPOSITE BASE 

. allocation of indirect departmental expenses 15-306. 3(b) (vi) 15-306. 3(b) (vl) 

CONFERENCES 

• see Meetings and conferences 
CONSTRUCTION WORK 

. multiple rates for allocating indirect 

costs, as justification for 15-306. 3(d) (ill) 

4 


24 


16 

4 


CONSDLTINS SERVICES 
. see Professional service costa 


CONTIlfGENCT PROVISIONS 
, nwitll owabilitr 


COHnNOENT TEES 
. In connection 
Government 


vith obtaining 
contracts f unallowability 


Revised 
Section XV, 
3 


Joint Letter 
No. 41 


Original 
Section XV, 
Part ■j 


15-307. 3(g) 


15-305(0) 


15-305(b) 


CONTINUINQ COSTS 
. as termination costa 

CONTRACT administration 

as research administration expenses 


15-307.3(mmK3) 

15-304(ii) 


CONTRACTS 

• see Research agreements 

CONTRISaTIONS TO CO-OPERATIVE EDUCATIONAL UNDERTAKINGS 

• as general administration aind general expenses 


COST ELEMENTS 

. uniformity of treatment in apportionment 
and allocation of indirect costs 

COST PRINCIPLES 

• applicability 

COST-REIMBURSEMENT TYPE CONTRACTS 

• as research agreements 

• subcontracts 

• see Subcontracts 

• see also Research agreements 

COST-SHARING 

• Cost Principles, in relationship to 

• matter requiring special consideration 

• methods 

• subject to negotiation 

• unallovability of unclaimed amounts 

COSTS 

• admissible and inadmissible 

• failure of Cost Principles to identify 

specific item of cost, effect of 

• allowable 

• discrepancy between applicable 

standards and research agreement 

• enumerated. 

• allowable and unallowable 

• failure of Cost Principles to identify 

specific item of cost, effect of 

• general basis for determination 

• general standards for allowability 

• requiring specdLal consideration 

• unallowable, enumerated 

« see also specific items of cost such as 
Communicationst Patent costs; Taxes 

CREDITS AND GAINS 

• as reductions of pension plan coats 

CREDITS AND REFUNDS 

• as credits to indirect coats 

• as deductions from material costs 

• attributable to taxes 

CROSS DISTRIBUTION 

• indirect costs 

• see Indirect costs, cross distribution 


15-305(b) 

l5-306.1(c) 

15-301(c) 

15-302.1 


15-301(b) 

15-301(b) 

15-307.3(q) 


15-307.1(b) 

15-307.3 

15-307.1(a) 

15-307.1(a) 


15-307. 3 ( t ) 


15-307.3(a) 

15-307.3(jj) 


15-301(c) 


15-300 

15-502<o) 

15-301.1 


15-304 


15-301 

15-301 

15-502 

15-305 


15-302^1 

15-302.1 
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ReTiised 
Section XV, 


Original 

Joint Letter Section XV, 

No* Part 3 Blue Book 


D 

DEANS OF COLLEGES, SCHOOLS, DEPARTMENTS OR DIVISIONS 

• salaries and related expenses 

. allocation 15-306 ♦3(b)(vi) 

. simplified approach 15-306. 4(b)(1) 

• as direct charges 

. as indirect departmental expenses 15-304(vi) 

• distributed on basis of reasonable estimates 15-304(yi) 

« unallovability 

DEANS OF FACTTLTT AND GRAD0ATE SCHOOLS 

. allowability of costs 15-307* 3(h) 

DEANS OF MEN AND V#OMEN 

• as general administration and general expenses 
DEANS OF STUDENTS 

• inapplicability of costa to research agreements 15-307*2(ix) 

DEATH BENEFITS 
. paid by institution 

• as general administration and general expenses 

DEFINITIONS 15-302 15-302 

DUNTAL CLINIC 

• as extension service 

DEPARTMENTAL ADMINISTRATION 

• as indirect departmental ^xpemsea 15-304(vi) 

DEPARTMENTAL EXPENSES, INDIRECT 

• see Indirect departmental expenses 

DEPRECIATION 

• see Use allowance 

DESIGNS, PURCHASED 

• see Purchased designs 

DETERMINATION OF INDIRECT COSTS 

• see Indirect costs, determination of 

DINING HALLS 

• as auxiliary enterprises and activities 

• as other institutional activities 15-302.6 15-302.6 

• losses and gains from operations, 

as staff benefits 15-302.6 

DIPLOMA EXPENSE 

• as general administration and general expenses 

DIRECT COSTS 15-303 15-303 

• allowable 

• constituting part of research agreement costa 

. defined 15-303 ' = 

• other 

• see Other direct costa 

• project level "indirect** costa 15-303 

DIRECT DEPARTMENT CHARGES 

• basis for allocation of library expenses 

• basis for apportionment of library expenses 

DIRECT MATERIAL COSTS 

. defined 15-303(U) 

• see also Material costs 


15-305(1) 38(a) 

15-305(1) Zk 

38(a) 


24 


24' 


35 Note 4 


35 Not* 1 


24 

8-22 

15^302 

15-301 4 


27(b) 

15-303.1(c) 


6 


Hevlfled 
Section XV, 
Part 3 


Joint Letter 
No^ 4l 


Original 
Section XV, 


Blue Book 


DIHECX SALAKIE8 AND WAGES 
. allowability 
• aB direct coats 
. basis for allocation 
of indirect costs 
comnion pool method 

! «ner8l adaiaiatratlon 

^ aad general expensea^ 

inadeiaabilltT claasify^ 

' ^ e^ain other loatitutioBal 
activitiea aa Instruction 
f research 

. indirect departmental expenses 
! multiple indirect expense rates 
. simpUfied techniques 

. not a suitable substitute 

for area or space basis 
. operation and maintenance expenses 
, SimpUfied techniques 
. basis for apportionment of group • 
insurance, annuity premiums 
and pensions when not included 
among general administration 
nwfi general expenses 
. basis for reimbursement of 
indirect costa 

. chargeable at actual rates 
o in cash or kind 
. defined 

. employee benefit expenses and 
pension plan coats as 
, estimates of time in absence 
of actual time records 

• absent time 
« procedures 

/ not to exceed amounts baaed ^ 

upon regular rates 

• oyertime compensation 

• requires approval of 

contracting officer 

• summer work, compensation formula 

• transient employment, 

salary differential' 

• see also Salaries and Vages 


15-303(1) 


15-306.3(c) 


15-306.30>)(1) 


15-306.3(b)(Ti) 
15 - 306 . 3(d) 


15^302.6 


15-306.30>)(iii)(C)(I) 


15-306.3(b) (Hi) (C) (III) 
15-3b6. 3(b) (lil) (C)(1) 


15-303(1) 


15-303(1) 

15-302.6 


15-303(1) 

15-303(1) 


15-Wdf 


15-303(1)’ 

15-303(1) 


O. 


15-307.3(1) 


DXSCLOSUSSS 

• see Invention disclosures 


DISCOUNTS 

« see Cash discounts; Trade discounts 


DISPOSAL COSTS 
• as termination costs 


15-307.3(Bm)(6)(U) 


£DITIN3, BESEASCH DATA 
• see Publishing and . editing 
of research data 


EDITOR 

• coat of, as general administration 
and general expenses 


EKFLOTEE BENEFIT EXPENSES 
. allovabiUty 

• aa general administration 

and general expenses 

• as part of direct 

salaries and vages 

• group Ufe insurance , allowability 

• see also Staff benefits 


15-304(jf) 


15-304(1) 


15-303(1) 

15-307.3(»i)(3)(1t) 


15-303(1) 
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RevlBed 
Section X7, 
Part ^ 


Joint Letter 
No. ifl 


Original 
Section X7, 


JMPLOYEB MORALE, HEALTH AND 
WELFARE COSTS AND CREDITS 
« aUovabillty 

15-307.3(1) 

EMPLOYEES’ 00UN5ELINQ SERVICES 
. allowability of coat 

15-307.3(1) 

EMPLOYEES’ PUBLICATIONS 

• allowability of coat 

15-307.3(p) 

employment AGENCIES 
. allowability of coat 

15-307.3(ee) 

employment office 

. allowability of coats 

• studenta* 15-307.3(ee) 

. as general adnlnintratlon and general e^nses 

ENDOWMENT ITJNDS 

. interest paid for tejn«rary uae of. unallovability 15-307.3Cn) 
ENGINEERING FEES 
. see Professional serrice costs 


enteriainhent costs 
• unallowablllty 


EQUIPMENT 

. aa otlier direct coata 

• Goyemoent-owned 

• P^lectlon and maintenance 
allowability of coot * 

. loan of uaeful value, ao teminatloa coot 

’ opseial consideration 

• original complement, defined 

. profits and losses on disposition, 

. repa^^“**^ *’*“*"«^ agreenent cost 

. saiatenance expenses 

. ^o^e of cost as direct charge 
. subject to approral by sponsoring agencT 
. unallowabiUty of cost «S»ncy 

• us. alloeance 

. see Ds. allovaace, equipment 

EXaPTION CEBTroCAIBS 

• see Axes 


15-307.3(J) 

15-303(iU) 

15-307.3(inn)(4) 

15-302.5 

15-307.3(s) 

15-304(111) 

15-307(k) 

15-307(c) 


expenditure 

• defined 


EXPENDITDEES, 30TAL 

. basis for allocation of indirect coata 

. basis for apportionment of Indirect costa 
. ge^ ad^tratlon and gene^ 

• baa# ercludea capital ^ 

f^odlturoB and uae allowancea 
• other indirect coata 
• defined 

. laadT^bUity of classifying certain other 
S rel«S^ -ctinties aa instruction 
. tru. expenditures rex^ transfer of funds 

EXPENDITUKBS, TOTAL DIRECT 
. basis for allocation of Indirect costs 
« coflBon pool method 
. Inject departmental expenses 
• multiple indirect expense rates 


experimental farm 

• aa extension service 


15-302.6 

15-306.3(b)(l) 

15-306.4(b) 

15-306.2(1) 

15-306.2(1) 

15-302.6 

15-302.6 

15-302.6 


15-306.3(c) 

15-306.3(b)(Tl) 

15-306.3(d) 


Part 3 Blue Bo»v 


24 

38(g) 


15-304(h) 

15r502(s) 


28 


15-305(d) 


18 

38(f) 


15-303.1(a) - 36(c) 
15-303.1 (d) 36(d) 


8 


35 Note 4 


Revised 
Section XV, 
Part 3 


express cost 

.allowability ‘ 15-307.3(Wc) 

extension services 

. apportionment of indirect costa to 
• examplea of 
. unallowability of coat 


F 

FABRICATED PARIS 

. allowabiUty of cost ' 15-307.3(a) 


FAC TT iIT l KS 

• see Buildinga; Capital expenditureai Equipment 

FACUiry HOTisiNa 
« see Houaingf faculty 

FEDERAL FUNDS 

. buildinga and equipment paid for out of 
• allowability of use edlowancea on capital 
improyementa paid for by institution 
« exclusion from computation of use allowances 

lEDERAL OLD AQE BENEFITS TAX 

• see Social security taxes 

FEDERAL TAXES ON INCOME OR EXCESS PROFITS 

• unallowability 

jtEk 

• inapplicability of Cost Principles 

to research agreements containing 

FEES, OONTINaENT 

• eee Contingent fees 

FELLOWSHIPS 

. cost of, generally inapplicable 
to research agreements 

FINANCIAL CAMPAIGNS 

• as other institutional activities 

FINANCIAL OFFICER 

• as general ad minis tration and general expenses 

FINANCIAL PARTICIPATION 

• see Cost«4haring -- 

’TINANCIAL REPORTS FOR C0LLE3GES AND UNIVERSITIES’* 

• compiled by National Committee on Standard 

Reports for Institutions of Higher Education, 
University of Chicago Press,’ February 1935, 
cited u a referanca 

FlNANCINa CHARGES 

• unallowability 

FINES AND FENALTIXS 

• nnallbwability of cost 

first aid CLINICS 

• ellowablllty of cost 

FUED-PRICE CONTRACTS 

• as research agreements 

• subcontracts 

• see Subcontracts 


15-304(v) 


15-307.2(111) 


15-302.6 


15-307.3(1) 

15-307.3(1) 


Original 

Joint Letter Section XV 



15-305(J) 



K 



15-304(v) 


15-303.3 


30 


15-305(e) 

; : 15-300 

o 

15-302.6 



24 


• ' ’A 

24 

l5-305(f) 33(k) ‘ 


3S(j> 


15-302.1 


FHEIGHT IN 

. allowability of coat 

• as part of material coats 

• see also Transportation 

FREIGHT OUT 

• as direct cost 

• see also shipping charges 

FUND RAISING AND DEVELOPHENT CAMPAIGNS 

• unallowability of cost 

FUNDAMENTAL RESEABCH 

• see Research y fundamental 

FURNITURE 

• see Equipment 


Revised 


Original 

Section XV, 

Joint Letter 

Section XV, 

Part 3 

No. 4l 

Part 3 Blue Book 

15 - 307 . 3(kk) 


15-304(b) 

15-307.3(a) 


13 


15-307.3(kk) 


15-302.6 


G 

GAINS, DINING HALL OPERATION 

• as credits to research agreements 

GAINS ON DISPOSITION OF PLANT, 

EQUIPMENT OR CAPITAL ASSETS . 

. see Profits on disposition of plant, 
equipment or capital assets 

GENERAL AIMINISTRATION 

« see General administration and general expenses 

aiyiERAL ADMINISTRATION AND GENERAL EXPENSES 

• allocation 

• abbreviated procedures 

• bases normally applicable 

• ^exclusive of capital expenditures 

and use allowance, interpreted 

• applicability to instruction, research 

and other institutional activities 

• apportionment 

• as indirect cost 

• defined 

. unallowable items classified as 

other institutional activities 

• use charge for administration building 

GENERAL BASIS FOR DETERMINATION OF COSTS 
GENERAL EXPENSE 

• see General administration and general expenses 

GENERAL STANDARDS FOR SEU5CTED ITEMS OF COST 

GENERALLT ACCEPTED COST ACCOUNTDO 
PRINCIPLES AND PRACTICES 

• application in direct costing of 

institution service operations 
« application of, described 

• allocation and apportionment of 

indirect coats, factor in 

• test for determining allowability of coat 

GENERALLT ACCEPTED INSTITUTIONAL 

ACCOUNTING PRINCIPLES AND PRACTICES 

• basic principle for determination of cost 
. test for determining allowability of cost 

GOVERNING BODT 

• as general administration and general expenses 
GOVERNMENT 

• cost of application for patents 

conveyed to, allowability 


15-302.6 


15-306.'t(b)(l) 

15-306.3(b)(i) 

15 - 306 . 2 ( 1 ) 


15-306.2(1) 15 - 306 . 2 ( 1 ) 15-303.1(a) 36 (c) 

15-304(1) 15-303(a) 4 

15-304(1) 15-304(1) 15-303 24 

15 - 302.6 

15-303.3 

15-301 

15-307 15-307 


15-303(1U) 

' 15-301(a) 

I 5 - 306 .KC) 

15-301(a) 


5 

15-301 


24 


15-307.3(u) 

10 


aCVERNKENT FINANCIAL ASSISTANCE 

• aa reaBon for unallowabillty 

of fund raising coats 

G0VEHNMXM7-4rnBNISH£D FACILITIES 

• allowabilltj of usa allowance on capital 

iAproyamanta paid for by institution 

• inapplicability of usa allowance on buildings 

and equipment purcbasedwith Federal funds 

QOVERNKENT-FUSNISHED HATERIAL 

• to be used without charge 

OOVERNMENT-FCSNISBED PS0PERT7 

• matter requiring’ special consideration 

QOVESNMENT-OVNED FACILITIES 

• effect on allocation of use aillowanee 

• Bultipla rates for allocating indirect 

costs « as justification for 

• insurance 

• cost unallowable unless required 

by research agreement 
« maintenance and protection 

• allowability of cost 

• aa direct charge 

• maintenance and repair costs 

• allowability 


Eeyised 
Section XV, 
Part ^ 


Original 

Joint Letter Section XV, 

iiSiJii Part 3 Blue Book 





15-304(t) 

15-30^(t) 

15-307.3(a) 


30 


15-502(b) 

15-306.30)) (t) 

15-306.3(d)(Ul) 

15-307.3(«)(3)(11) 


15-307.3(r) 


15-304(h) 17 

4 


QBADDAXE STDISHTS 

. When considered as part of professional staff 
ORANT 

• as research agreement tqp i 

. concept of sponsoring agency in relationship to 

GRATUITIES 

• as entertainment costa 
GROUNDS 

• care and maintenance 
• aa operation and maintenance expenses 

. use allowance, inapplicability 

OBODP HEALTH, ACCIDENT AND LIEB INSTOANCB 

• allowability of cost 
. see also Staff benefits 


15-307.3(j) 

15-304(111) 

15-304(t) 


GROUP INSURANCE 

• apportionment 

. M pwral adBlalatratlon and general ezpenaes 

• as Indirect coat 

• SSI 5i52 S»ployee benefit expenses; Group 

accident and life Insurance 

GUEST HOUSES 

• aa other institutional actiTitiea 


15-302e6 


15-303(1) 






28 

31 


15-304(g) 


15-303.1(a) 


26 

24 

4 


• SSS. DIVISIONS 

departments or diyisiona 

HBAMH and ACCHJEMf INSDRANCE 
. Croup health, accident and life m««nce 

CLINICS 

• •Uoeablllty of coat 

help WANTD) ADVEHTISINa 
. «UowabUlty.of coat 


15-307.3(1) 

15-307.3(a) 

15-307.3(ee) 

U 


HIGH SCHOOL VISITOR EXPENSE 

• as general administration and general expenses 


HOLIDAIS 

. allowability of coat 

. as employee benefit expense, computation 


HOME ECONOMIC CAFETERIA 
• see Cafeteria, home economic 


HOSPITAL, MEDICAL SCHOOL 
• as extension service 


HOSPITALS 

• multiple rates for allocating 

indirect costa. Justification for 


HOSPITALS, STUDENT 
• see Student hospitals 


HOUSE PUBLICATIONS 
• allowability of cost 


HOUSING, IMPLOIEES 

• matter requiring special consideration 


HOUSING, FACULTY 

• as other institutional activities 


IMPROVIKENTS TO BUHDINGS 

• unallowabllity of coat 

• use allowance 

• see Use allowance, capital improvements 


INADMTSSTHTE COSTS 
• see Unallowable costs 


INCOME 

• employee morale, health and welfare activities 
• credited agai^t related costs 


INCOMINQ TRANSPORTATION 

• allowability of cost 

• as indirect cost 

• as part of material costa 

• see also Freight in 


INDBOIIFICATION 

• see Insurance and indemnification 


INDIRECT COSTS 

• abbreviated procedures 

• exclusion of use allowance 

on buildings and equipment 

• accounting period 

• allocation 

• see Allocation of indirect costs 

• apportionment 

• see Apportionment of indirect costs 

• basis for reimbursement 

• claimed at less than actual 

• constituting part of research agreement costs 

• cost-sharing 

• see Indirect costs, limitation 

of, as cost-sharing method 

• cross distribution 

• defined 

• determination of 

• basic principles 

• general 

• under special circumstances 


Revised 
Section XV, 
Part 3 


Original 

Joint Letter Section XV, 

— No, 4l Part 3 Blue Book 


15-307.5(11) 


15-303(1) 


35 Note 4 


15-306.3(d)(U) 


15-307.3(1) 


15-302.6 


15-307.3(c) 


15-307.3(1) 


15-307.3(kk) 

15-307.3(kk) 

15-307.3(a) 


15-3o4 
15-306. Mb) 


15-306. 4(a) 


.15-304 

15-306 

15-306.1(c) 

15 - 306.1 

15-306.4 


15-502(q) 


15-304 

15-306.4 


15-303 


15-306.4 


15-301 


15-304 


15-306 

15-306.1(c) 

15 - 306.1 

15-306.4 












INDIKBCT COSTS (Cont»d.) 

. difltribtttiona, sequence of 

. see Allocation of indirect . costs, sequence of 
““ distributions; Apportionment of indirect 
coats « sequence of distributions 
. elimination from pool of items similar to 

those charged ddLrect to research agreement 

• general types 

• inconsistent classification 

4 limitation of, as cost-sharing method 

• matter requiring special consideration 
. negotiated fixed amount 

4 aid by auditor to contracting officer 
in arriving at realistic amount 
. circumstances warranting 

• under-recoveries not allowable cost 
4 project level '*indirect costs»^ 

• as direct costs 

4 as indirect coats 

• reliance by military services upon rates 

developed by Army and Navy auditors 

• separate pool for all organized research 

INDIRECT DI7A12TMENTAL EXPENSES 
4 allocation 

• multiple rates 

• composite basis 

• composition of 
4 defined 

• examples of 

INDIRECT EXPENSE 

• see Indirect costs 

INFIPMAHY 

4 allowability of cost 

INFIPMAHY SERVICES 
4 as student services costa 

INFORMATION OFFICE 

• as general administration and general expenses 

INSTITUnON SERVICE OPERATIONS 

• see Services 


Orlginai 

Section XV,- Joint Letter Section XV 

Part 3 Blue Book 


15 ‘305(b) 
15-304 


15-305(b) 


15-301.1(b) 7 

15-502(c) 


15-301(d) 

15-307.3(q) 


15-301(d) 


15-303 

15-303 


15-302.1 


ko 


15-30643(b)(vi) 

15-306.3(b)(vi) 

15-304(vl) 


15-30643(b)(vi) 

15-306.3(b)(vi) 

15-306.3(b)(vi) 

15-304<vl) 


15-307.3(i) 


15-30742(iv) 


24 


INSTRUCTION 

• costs of 

• excluded from research agreement costs 
• emphasis on 
4 types 

INSTRUCTION ACTIVITIES 
4 eillocation of indirect costs to 

• defined' for allocation purposes 

INSTRUCTION AND DEPARTMENTAL RESEARCH 

• encompassing research not 

separately budgeted or financed 

INSTRUCTION AND RESEARCH 

• allocation of indirect costs to 

4 segregation of base into segments 
. apportionment of indirect costs to 
4 functions of, distinguished from- 
other institutional activities 
4 inadvisability of classifying certain 
other institutional activities as 
4 indirect expenses and use 

allowances apportioned to 
4 basis of ind ir ect expense rate 

included in research agreements 


15-305(d) 

15-30742 


15-305(d) 

15-307.2 


15-306.3(a> 


15-30643(a) 


15-302.1 


15-302.3 

15-302.2 

15-302.6 


15-306.3(b) 


15-303.1 


36 


15-302.6 


37 


13 
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INSUBANC5 AND INDIMNITICATION 

• actual loeaea not covered by inaurance 

• allowability of coat 

• matter requiring special consideration 

• on lives- of executives « unallowability of cost 
. on lives of officers or trustees, 

unallowability of cost 

• other than that required by research agreement, 

limitations governing allowability 

• property 

• as operation and maintenance expenses 
« self-insurance 

• allowability of cost 
. as direct charge 

. 8M also Accident Insurance ; 

yorSsen's compensation insurance 

INTERCOLLSSIATE ATBLETICS 

• as auxiliary enterprises and activities 

• as other institutional activities 15-302 .6 

INTEREST COSTS 

• unallowability 15-307* 3(a) 

INTEREST ON TAXES REPUNDED 

. as credit to research agreement 15-307*3( jj) 

INVENTION DISCLOSURES 
« preparation of, as patent costs 

INVESTMENT COUNSEL AND STAFF COSTS 

• unallowability 

INVESTKENTS 

• losses on sales or exchanges, unallowability 

• profits and losses on disposition, 

excluded from research agreement costs 15-307*3(z) 


15-307.3(u) 

15-307.3(0) 


Revised 
Section XV, 
Part 3 

15-307.3(»)(3)(t) 
15-307. 3(a) 


15-307.3(a)(3)(iT) 

15-307.3(a)(3) 


15-307.3(a)(3)(m) 


Original 
Section XV, 
Part 3 


Blue Book 


15-30'*(a) 22(c) 

15-502(d) 

15-305 Oc) 


2d 

15-30^(a) 19 

4 


35 Note 1 


15-305(f) 38(g) 


l5-305(g) 38(1) 


J 

JANITORIAL SERVICES 

• as operation and maintenance expenses 15-304(iii) 28 


L 

LABOR RELATIONS 

. allowability of cost 15-307*3(p) 

• rentals as termination costs 15-307 .3 (mm) (5) 

LEAVE OF ABSENCE 

• inapplicability of cost to research agreements 15-r307.2(ii) 
lECTORES EXPENSE, GENERAL 

• as general administration and general expenses 24 

LEGAL EXPENSE 

• as general administration ana general expenses 24 

• eoUeotion of bad debts, unallowability 15^307* 3(b) 

• see also Professional service costs 

LIABHITT TO THIRD PERSONS 

• see Insurance and indemnification 

LIBRABT BOOKS 

• use allowance 15-304(iv) 

• as indirect cost 

• not computed on Government- 

owned, or donated books 


15-303.1(c) 27(a) 

4 


15-304(1t) 


14 


UBHAHI expenses 

• allocation 

. abhroTlntad procedures 
. population base, deTelopment of 
. weightiiis factors 

• allowable . , 

. excludes coat of books, periodicals 
capital assets 

excludes use allowance on Government- 
owned or donated books 

• apportionment 

. as Indirect coots 
. as part of total expenditures base 

• defined 

LIBRASr, SPECIAL 

• multi^e rates for allocating indirect 

costs, as justification for 

« LXCENSS lEES 

• allowability as other direct costs 
LIPB IHSIJRANCE 

• group, allowability of cost 

• on lives of executives, unallowability of cost 

• on lives of officers and trustees, 

unallowability of cost 

• see also Staff benefits 


LOANS 

• interest cost, unallowability 
L00QIN3 

• as entertainment costs 

• as travel costs 

LOSSSS, DINING HALL OPERATION 

• as staiff benefits cost 

LOSSES NOT COVERED BY INSURANCE 

• see Insurance and indemnification 

LOSSES ON DISPOSITION OP P1;aNT, 
EQUIPMENT OR CAPITAL ASSETS 

• unallowability 

LOSSES ON INVESTMENTS 

• unallowability 

LOSSES ON OTHER RESEARCH AGREEMENTS 

• unallowability 


Revised Original 

Section XV, Joint Letter Section XV, 
Part 3 No« 4l Part 3 

15-306.3(b)(iT) 15-306.3(b)(iy) ; 

15-306. 4(b)(m) 

15-306.3(b)(lT) 

- 15-306.3(b)(lT) 


15-304(iT) 

:*5-304(1t) 


15-306.3<d)(l±l) 


15-304(g) ’■ 
15-305(k) 

15-307.3(b)(3)(1t) 


15-307.3<n) 


15-307.3(J) 

15-307.3(U)(1) 


15-304(iy) 

15-303.1(c) 

15-303(c) 

15-302.6 


15-302.6 


15-307.3(s) 15-305(g) 

15-305(g) 

15-307-3(q) 15-305(b) 


M 


KJUinSKMlCE COSTS 

• allowability 

• bxdldings, furniture equipment - 

as operation, and maintenamce expenses 

• Government-owned property 

• allowability 

• as dlreet charge 

• grounds 

• as operation and maintenance expenses 
MAINTENANCE AND REPAIR COSTS 

• see Maintenance costs; Repaiir coats 

MATERIAL COSTS 

• allowability 

• as direct costs 

• common items, terminated contracts 


15-307.3(r) 

15i304(iU) 

15-304(iU) 


15-307.3(a) 


15-304(h) 


15-302.1 

15-30if(d) 


Blue Book 
27(b) 

27 
4 

20(a) 


38(i) 

38 ( 1 ) 

38(h) 


17 

4* 

12 


15-307.3(m)(2) 

15 


4 




MATERIAL COSTS (Cont’d.) 

• excess material credits 

• storeroom withdrawals 

MATERIALITT OF AMOUNTS 

• factor ia apportionment and 

allocation of indirect costs 
. abbreviated proced\ires 

MATERIAL HANDLIN3 
. allowability of cost 

MATERIALS AND SUPPLIES 

• see Material costs 


Revised 
Section XV, 
Part 3 

15-307.3(s) 

15-307.3(s) 


15-306.1(c) 

15 - 306 . 4(b) 


Joint Letter 
No. 4l 


Original 
Section XV, 

Part 3 Blue Book 

15-302.1 lif 

15-302.1 


15-304(b) 






MEALS 

• as cost of meetings and conferences 

• as entertainment costs 

MEDICAL SCHOOL HOSPITAL 

• see Hospital, medical school 

MEETINGS AND CONFERENCES 
« allowability of cost 

MEMBERSHIP DUES 

• allowability of cost 

• as general administration and general expenses 
MEMORIAL CHAPELS 

• as other institutional activities 

MUJTART LEAVE 

• allowability of cost 

MOVING EXPENSES, PERSONNEL 

• matter requiring special consideration 

MULTICAMPUS UNIVERSITT 

• multiple rates- for allocating 

indirect costs, justification for 

MUSEUMS 

• as other institutional activities 

• unallowability of cost 


15-307.3(t)(3) 

15-307.3(j) 


15-307.3(t)(3) 


15-307.3(t)(l) 


15-307.3(ii) 


35 Note 2 


15-502(j) 


15-306.3(d)(iv) 


15-302.6 


15 - 305 ( 1 ) 38 (e) 


NEGOTIATED FIXED AMOUNT IN LIEU OF INDIRECT COSTS 

• see Indirect costs, negotiated fixed amount 

negotiated FIXED OVERHEAD RATES, PREDETERMINED 
. basis for reimbtirsement of indirect costs 
(Note: no longer permissible) 

NONEDUCATIONAL ACTIVITIES 

• Other institutional activltieB 


NONEDUCATIONAL EXPENSES 

• apportionment of indirect costs to 

• examples, of 

. unallowabllity 

• see also Other institutional activities 


35 

35 Note 3 

38(d) 




OFF-CAMPUS ACTIVITIES 

• effect on allocation of library expenses 

OPT-CAMPUS RESEARCH 

• applicability of Cost Principles 


15-306.3(b)(iv) 


15-301(c) 




Joint Latter 
No. kl 


OIT-CAMPOS RESEABCH .(Cont'd.) 

. aultipla rataa for allocating 

indlraot coats, justification for 
. negotiated amount In Ueu of Indirect coats 
! operation and aalntenance expenses 
, as direct charge to research project 

• US9 allovsne^ 

. as direct charge to research agreement 

OFF-CAMPUS SERVICBS 
. apportionment of indirect costs to 

• examples of 

. unaUowabiUty of coot 

OPERATION AND MAINTENANCE EXPENSES 

• allocation 

. abbreviated procediireo 
a bases normally applicable 

• emphasis in Cost Principles 

on space as basis for 

• use of weighting factors 

• SSS. Space utilization 
« apportionment 

a as direct charge to off-campus 
res66u*ch project 
a as indirect costs 

a as part of total expenditures base 
a defined 

a direct charges to other institutional 
activities to include related 
indirect coats 

a excludes items of a capital nature 

OPERATION AND MAINTENANCE OF PHYSICAL PLANT 
a see Operation and maintenance expenses 

ORQANIZED ACnVITIES 
a apportionment of indirect coats to 
a examples of 

a relating to instructional and research 
departments, unallowability of cost 

Organized Research 
a see Research, organized 

ORiaiNAL COMPLEMENT - EQUIPMENT 
a basis for redetermination of 
a defined 

a redetermination of 
a use allowance 

• see Use allowance, equipment 

OTHER DIRECT COSTS 
a allowability 
a as direct costs 

a costing of institution service operations 
a defined 

OTHER INSTIOTTIONAL ACTIVITIES 

• apportionment of indirect costs to 

a buildings and eqtiipBent used by, excluded 
from use allowance computations 
a defined 

• functional nature versus source 

of funds or legal entity 
a unallowable coots identified 
to a function or activity 
a direct charges from operation ajid mEiintenance 
departments to include related overhead 
a examples of 

a prohibition against reclassification 
of expenses identified to 


Revised 
Section XV, 
Part 3 


15-306.3(d)(U) 

15-301(d) 


Original 
Section XV, 
Part ^ 


Blue Book 


29 

30 


35 

35 Note k 

15-305(j) 38(c) 


15-306.4(b)(ii) 

15-306.3(b)(lii) 


15-306.2(U) 

15-304(111) 

15-304(iii) 


15-306a3(b)(ili) 

15-306a3(b)(iU)(B) 


15-302a6 


15-303.1(b) 36(a) 

29 

15-303(b) 4 

28 


15-306a3(b)(iii)(A) 

15-304(iU) 


35 

35 Note / 

15-305(^> *^(c) 


15-302.5 

15-302.5 

15-302.5 


15-303(iii) 15-303(111) 

15-^3(iii) 


15-302.3 20 21 

4 


15-302.2 15-303.1 35 

15-306.3(b)(v) 

15 - 302.6 


15-302.6 

15-302.6 15-302.6 

15-306a3(b)(ill)(A) 

15-302.6 


35 Note 2 


17 


Hevlfied 
Section XV 
Part 3 


OTHER INSTITUTIONAL ACTIVITIES (Cbnt»d.) 

• treatment to be accorded certain 

• unallovabUlty of coat 

• yardatlcka for aaaeoalng Indirect costa to 

OUTBOUND FREIGHT 

• as direct cost 

OVERHEAD 

• see Indirect costa 

OVERTINE COMPENSATION 

• matter requiring special consideration 


Original 

Joint Letter Section XV, 

— No. 4l Part 3 Blue Book 


15-302.6 

15-302.6 


15-305(j) 38(d) 


15-307.3(kk) 


15-502(h) 8 


PATENT COSTS 
. allowability 

• Infringement litigation coats, unallowablllty 

• matter requiring special consideration 

• royalties 

. allowability 

PAYMENTS IN LIEU OF TAXES 

• allowability 

PENALTIES 

• on taxes, refund of 

• aee also Fines and penalties 

PENSION PLAN COSTS’ 

• allowability 

• annuity premiums 

• apportionment 

• as direct cost 

• as Indirect cost 

• apportionment 

• as general administration and general expenses 

• as Indirect cost 

« among general administration and general expenses 

• as part of direct salaries and wages 

• cost Interpretation 

PERSONNEL ADMINISTRATION 

• as research administration expense 

PERSONNEL MOVEMENT, MASS OR SPECIAL 

• matter requiring special consideration 

PHYSICAL PLANT ADMINISTRATIOM 

• as operation and maintenance expenses 

PLACIMENT OFFICES 

• Inapplicability of cost to research agreements 
PLANT 

• see Boildings 

PLANT ADDITIONS 

• excluded from base for 

apportionment of indirect costs 

• excluded f^m Indirect costs 

?LANT ADMINISTRATION 

• see Physical plant administration 

PLANT SECURITY 

• see Security 

POPULATION 

• basis for allocation 

• dining hall gains oir losses 

• library expenses 

• basis for apportionment of library expenses 


15-307.3(u) 

15-307.3(7X3) 

15-304(r) 

15-502(1) 

15-307.3(ff) 

15-304(f) 

15-307.3(JJ) 


15-307.3(jj) 

15-307.3(t) 

15-304(g) 


15-303.l(a) 26 

22(e) 

4 

15-303.1(a) 26 

24 

15-304(1) ^ 

15-303(1) 15-303(1) 

15-601 


15-304(11) 


15-502(j) 


15-304(111) 


15-307^2(iv) 


35 

35 


15-302.6 

15-306. 3 (b)ClT) 15-306. 3(b) (iv) 27(b) 

15-303.KC) 


m 








POSZAOS 
. allowabllitT 

• &B COlBBUXliOfttlOXl costs 

, as transportation costs 

precontract costs 

. see Proresearch agreement costs 

pjjgR2S2/^BCH AOREEHENT COSTS , 

. matter requiring special consideration 
. uaallowible, subject to research 
agreement proYisions 

PRESIDENT ^ , 

as general administration and general expenses 

process 

. defined 

. in relationship to "allocation” 

, in relationship to "apportionment" 

PROCTJHEMENT 

• see Purchasing 

PROFESSIONAL ACTIVITY COSTS 

• allowabilitx 

PROFESSIONAL SERVICE COSTS 

• allovabilitr 

• factors to be considered 

• as settlement expenses 

• consulting fees to institution's employees not to 

exceed amounts based on regular salary rates 

• cost of prosecuting claims 

against the Ooremmentt unallocable 

• infringement litigation costs, unallowable 

• related to organization and 

reorganization, unallowable 

• retainer fees, allowability 

PROFITS ON DISPOSITION 07 PLANT 
SQDIPNENT OR CAPITAL ASSETS 
« inapplicability to research agreements 

PROJECT LEVEL COSTS 

• direct Tersus Indirect treatment 

PROPOSAL COSTS 
. allowability 

• allocation 

• to research actiTities only 

• cu rrent accounting period, allowability 

• past accounting periods, unallowability^ 

PmiC INFOSHATION SERVICE COSTS 

• unallowability 

PtJBLIC RELATIONS COSTS 

• unallow^ility 

PUBLICATIONS EXPENSE 

• as general administration and general expenses 

pobuseho and editins of research data 

• as research adml nl stratlon expense 

POSCEABB DISOOUNTS 

• see Cash discounts 

PUBCBASED dbsions 

• allowability of coat 

. natter requiring special consideration 

Wia!HAflg ORDBUS 

• allowability of cost 


Revised 
Section XV, 
Part 3 


15-307.3(e) 

15-307.3(kk) 


Original 

Joint Letter Section XV, 

No> 4l Part 3 Blue Book 


o 


15-502(a) 


15-307.3<x) 


15-302.3 

15 - 302.2 


15-307.3<t)(l) 


15-307.3(y) 
15-307.3(7) (2) 
15-307.3(™)(6)(i) 


15-303(1) 


15-307.3(7) (3) 
15-307.3(7) (3) 

15-307.3(7) (3) 
15-307.3(7) (1) 


15-307.3(*) 


15-307.3(«*) 


l5-307.3(«a) 

L5-307.3(*») 


15-307.3(bb) 


15-307.3(bli) 


15-304(U) 


15-303 


15-307.3(aa) 


15-304(f) 

15 - 502 ( 1 ) 


15-30«»(4) 


19 


PUSCHASmS 

. aa reseapcli adalnlstratioa expense 


Revised 
Section XV, 
Part } 

15-304(11) 


Joint Letter 
No, kl 


Original 
Section XV, 
Part } 


_Blue Boole 
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RADIO STATIONS 

• as other institutional activities 


RAW MATERIAI^ 

• sea Direct material costa 


rearrangement and alteration COSTS 
• allowability 

• ordinary or nonaal 

• special 


• requires approval of 
• matter reqtiiring special 


contracting officer 
consideration 


SEARI^A^KaMENT OF SPECIAL LABORATORT 
« allowability of cost 


' REASONABLENESS 

. teat for determining ailowabUity of coat 
REBATES 

. as credits to indirect costs 
. as deductions from material costs 


RECONVERSION COSTS 

• removal of Government property, 

• see also Restoration costs 


allowability 


recreational activities 

• allowability of coat 


recruiting COSTS 
• allowability 


REFUNDS 

• see Credits and refunds 


REGISTRAR 

. as general administration and general 

. ^ i. 

REHABILITATION COSTS 

. aee HeeonTeraion coatsf Heatoratlon coata 

behabilitation op phtsical plant costs 

• excluded from baae for 

apportionment of Indirect coata 

• excluded from indirect coats 


15-302.6 


15-307.3(cc) 

15-307.3(cc) 


15-301(a) 


15-307.3(0) 


15-307.3(dd) 

15-307.3(1) 

15-307.3(ee) 


15-307.2(1t) 


BELiaiOUS ORDERS 
• compenaatlon of membera of 


BELoanoM or pacilitiis 
. matter requiring apecial conaideratlon 


RBITALS 


. aa coat of meetlnga and conferenceo 

• as entertainment costs 

. aa operation and maintenance expenaea 

• as termination costs* 

. equipment and books, unallowability of costs 

• special equipment, allowability as direct 

cost, requiring contracting officer approx 


rented equipment 

a protection and maintenance 
a allowability of cost 
a as direct charge 


15-303(i) 


15-307a3(t)(3) 

15-307a3(j) 

15-307a3(mm)(5) 


15-502(1) 


21 

21 


20(b) 


15-301 


15-302.1 

15-302al 12 


24 


35 

35 


15-502(1) 


28 

15-305(d) 

18 


f 






20 


15-304(h) 


17 

4 
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BEPAHtS 

. aUowability of cost 

. aa operation and maintenaace expensea 

a major ^ 

a coat uBallowabla» subject to 

provisions of research agreement 
a see also Eearrangement and 
alteration., cost 

HEPOMS 

a preparation off as patent costs 

BESEABCH AIMINISTHATION EXPENSES 
a allocation 

a to unbudgeted' research 
a as indirect costs 
a defined 

PBSEilRCH AGREZMENTS 
a cost of 
a defined 

a no distinction to be made between 

(ffundamentalP and "applied** research 
a defined 

a definition background 

a indirect costs, procedures for determining 
a. losses on, unallowability 

• provisions 

a in conflict with applicable standards 
a typen to which Cost Principles ^e applicable 

• understanding concerning specific 

items of cost 

SESEASCH, APPLIED 

a not to be distinguished from fundamental 
research in coat determination 

RESEARCH, FUNDAMQfCAL 
a not to be distinguished from applied 
research in cost deteradnatipn 

RESEARCH DATA, FQBLISHINa AND EDITIN3 
a see Publishing and editing of research data 

RESEARCH, ORGANIZED 
a activities frequently designated as 

RESEARCH PERSONNEL 
a factor in apportionment and 

allocation of indirect costs 

• gross space occupied, as basis for 

€Lllocation of operation and 
maintenance expenses 

RESEARCH PROGRAMS, GENERAL 
a matter requiring special consideration 

RESEARCH, UNBHDGEIED ^ ^ 

• allocation of research ^ 

adminiatration expenses to 

• relationship to research agreements 

• treated as part of Instruction function 

RESIDENCE HALLS 

a as au xiliar y enterprises and actlvit**oa 
a as other institutional activities 

RESTORATION COSTS 

. leased property, as termination costs 
a see also Reconversion costs 

RETAINER TEES 

• as Professional service cost.» 


Revised 
Section XV, 
Part 3 


15-307.3(r) 

15-304(lii) 


15-307.3(c) 

15-307.3(u) 

15-306.3(b)(li) 

15-304(11) 

15-304(11) 

13-305(a) 

15-302.1 

15-306. 1 
15-307.3(q) 

15-307.1(h) 

15-305(c) 


•Joint Letter 
NOa 41 


Original 
Section XV, 



15-306.3(b)(U) 


15-302.1 . 


15-301 

15-305(h) 

15-300 


15 - 302.1 


15-306.1(c) 

X5-306.3(b) (Hi) (C) (IX) 


. 15^50a(«) 

: ■ ' ■ 


15-306.3(b)(il) 

15 - 302.1 

15-302.1 




4. 

7 

38(h) 


■r:. 







15-302.6 

15-307.3(m)(5) 


35 Note 1 


15-307. 3(y) 
21 



REVERSION CREDITS 
• see Pension plan costs 


Revised 
Section XV, 
- 3 


Original 

Joint Letter Section XV, 

Part 3 Blue Book 


ROYALTIES 

. allowability of cost 15-307. 3(ff) 

• matter requiring special consideration 

S 

SABBATICAL LEAVE 

• inapplicability of cost to research agreenents 15-307.2(11) 

3ALARJES 

« deans or beads of colleges, schools, 
departments or divisions 

• as indirect department expenses 15-304(vl) 

SALARIES AND WAGES 

. allowability 15-307.3(f) 

• basis for allocating library expenses 

• basis for apportionment 

• group insurance, annuity premiums and pensions 

• library expenses 

• basis for distributing library expenses 

• • chargeable at actual rates 

• defined 

• direct 

• allowability 

• estimates of time in absence of exact time records 
, Indirect 

. allowability 

• members of religious orders 

• not to exceed amounts based 

upon regular rates 

• rates on research agreements in excess of that paid 

on institution's departmental research 15-307. 3(f) 

. see also Direct salaries and wages 

SCHOLARSHIPS 

• Inapplicability to research agreements 
SCRAP 

• proceeds firom sale of 

• as credit to indirect costs 

• as credit to material costs 

SEARCHES TEE ART 

• as patent costs 

SECRETARIAL HELP 

• for defluiB or heads of colleges, schools, departments 

or divisions, as Indirect departmental expenses 15-304(vi) 

SECURITY 

• allowability of cost 15-307. 3(w) 

• as research administration expenses 15-304(ii) 

• natter requiring ^cial consideration 

• police and watchmen, as operation 

and maintenance expenses 


15-307.2(lii) 

15-307.3(s) 

15-307.3(u) 


SESRBSATED RESEARCH PROJECTS 
. negotiated amount in lieu of indirect costs 

• operation and aaintenajice expenses 

• as direct charge to research iiroject 

• use allowance 

• as direct charge to research project 

• slso Off-campus research 

SEtJ-INSCRAHCE 

• see Insurance and indemnification 
SERVICES 

• institution service operations, 

method of costing or pricing 


15-301(d> 


15-30^(f) 20(a) 

15-502(1) 


15 - 302.2 

27(b) 


15-303.1(a) 

15-303.1(c) 

15-306.3(b)(iv) 


15-302.6 


15-303(1) 

15-303(1) 


15 - 302.2 

15-304(1) 

15-302.2 

15-304(1) 


15-302.1 

15-302.1 14 


15-502(n) 


2d 


29 

30 



f 




15-303(iii) 
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15-303(111) 


SErn£MEMr expenses 

. as termination costs 


SEVERANCE PAT 
. allowabUity of cost 

, abnoroal or nafla terminations 
nrifiBal turnover 


Revised 
Section XV, 
Part 3 

15-307.3(mm)(6) 


15-307.3(gg)(ii) 

15-307.3(gg)(i) 


SHIPPINQ CHARGES 
. as direct cost 


• see also Freight in; 

Freight out; Transportation 


SICK LEAVE 

. allowability of cost 
. as direct charge, computation 
. as employee benefit expense, computation 
. direct employees, as direct cost 


15-307.3(11) 


SOCIAL ACTIVITIES 
. as entertainment costa 

SOCIAL SECURITY TAXES 
. allowability of coat 


15-307.3CJ) 
15-307. 3 (U) 


Original 

Joint Letter Section XV, 

No, 4l Part 3 Blue Book 

o 


if 

15 


15-303(1) 


1^304(m) 


U 

U 

4 


SOCIAL WELFARE COST (FACULTY AND STUDENTS) 
• as general administration 
and general expenses 


15 - 306 . 3(b)(Ui) 

15-306.3(b)(Ui)(A) 

15-306.3(b)(lil)(B) 15-306.3(b)(iii)(B) 

15-306m3(b)(lil) (0(111) 

15-306.3(b)(lii)(C) 15-306.3(b)(lU)(C) 

15-306.3(b)(Ui)(B) 


SPECIAL MACHINERY 

. loss of use value as termination costs 15-307. 3( am) (4) 

SPECIAL PLANT PROTECTION 
• see Security 


SPACE UTILIZATION 
. allocation of operation and 

maintenance expenses, basis for 

• actual records of space used 

• estimates of space used 

• if impractical or inequitable 
; simplified techniques 

• use of weighting factors 
• see also Area 
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SPECIAL SERVICE COSTS 

• unallowability 15-307. 3(hh) 

SPECIAL TOOLING 

• loss of useful value as termination costs 15-307. 3 (am) (4) 


SPONSORED RESEARCH, DEPAROKENT OF DEFENSE 

• applical^ility of Cost Principles 15-301(c) 15-301(c) 

SPONSORING ACJENCY 

. defined 15-302.4 

STAFF BENEFITS pv. 

• allowability of cost 15-307.3(11;) - ^ 

• see also Holidays; Dining halls; Bnployee 

benefit expenses; Military leave; ^ 

Sick leave; Student hospitals; ' 

Tuition . 

STOHAOB COSTS 

• as termination costs 15-307. 3(mm) (6) (ii) 

STOREROOMS, GENERAL 

• as operation and maintenance expenses 28 

STOREROOM WITHDRAWALS 

• cost determinatioa conforming to 

sound accounting practices 15-307. 3(e) 15-^2. 1, 12 ' 


STUDENT ADVISERS 
inapplicability of coat 
to research agreements 



15-307.2(iv) 
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Revised 
Sectioa XV, 
Part 3 

STUDENT AITAIBS ADMINISTRATION 

• inapplicabilit 7 of coat to research agreements 15-307.2(iv) 
STUDENT AID 

• costs to be considered as other institutional 

activities for overhead distribution 
inirposes 

• inapplicability of cost to research agreements 15-307«2(iii) 
STUDENT APARTMENTS 

• as other institutional activities 13-302*6 

STUDENT HEALTH SERVICES 

« inapplicability of cost to research agreements 13-307*2(iv) 


Original 

Joint Letter Section XV, 
No* 4l Part 3 


15-302*6 


STUDENT HOSPITALS 

• as auxiliary enterprises and activities 

• as other institutional activities 

« as staff benefits, allowability of coat 

STUDENT SERVICE COSTS 

• circumstances warranting proportionate 

charge to research agreements 

• inapplicability to research agreements 

STUDENT UNIONS 

• as auxiliary enterprises and activities 

• as other institutional activities 

STUDENTS 

*• engaged in research work 

• proportionate allowance 

for student services costs 

• factor in apportionment 

allocation of indirect costs 

SUBCONTHACTINa 

• matter requiring special consideration 

SUBCOffTHACTS 

• allowability of cost 

• applicability of Cost Principles 

• cost-reimbursement type, 

as research agreements 

• fixed-price type, as research agreements 

• terminated 

• claims under 

• settlement expenses 

SUBSCRIPTIONS 

• allowability of cost 

SUBSISTENCE EXPENSES ; 

• as travel expense 

• natter requiring special consideration 

• SM also Travel costs 

SUPPLIES 

• allowability of cost 


T 

TAXES 

• allowability of cost 

• exemption certificates 

• special assessments as capital improvements 
• unallowability of cost 

. state sales, allowability 

taxes, paiments ih lieu OP 

• see Payments in lieu of taxes 


15-302.6 15-302.6 

15-302.6 


15-307.2(1t) 

15-307.2(1t) 


15 - 302.6 


15-307.2(1t) 

15-306.1(c) 


15 - 302.1 

15 - 302.1 

X5-307.3(«m)(7) 

15-307.3C«*)(6)(1)(B) 


15-307.3(t)(2) 


15-307.3(U) 


15-307.3(«) 


15-307.3(JJ) 

15-307.3(Jj)(i) 

15-307.3(«)(il) 


15-502(p) 

15-304(j) 

15-300 


15-502(q) 


15-304(k) 


Blu* Book 


35 Note 1 


35 Not* 1 


22(d) 


22 (*} 
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TECHNICAL INFORMATION 

. meetlnga and conferences, ^lowability of cost- 

TELEPHONE AND TELEGRAPH 
. allowabiUty of coat 

as general adflinistration and general expenses 
. see aiaa CoBfflunication costs 

television STATIONS 
. as other institutional activities 

TERMINATION COSTS 

• allowability 

• common items of material 

• continuing costs 

• disposal coots 

• equipment, loss of useful value 
. leased property 

• alterations to 
. restoration of 

• rentals 

• settlement expenses 

« special machinery, loss of useful valuo 

• special tooling, loss of useful value 
. storage of property 

• subcontractors ' claims 

• transportation of acquired property 

• matter requiring special consideration 

THEATERS 

• as other institutional activities 

TIME, APPHOXIMATB 

• basis>for allocation of 

Indirect departmental expenses 

TIME RECORDS 

• professional staff, use of 

reasonable time estimates 

• technicians, mechanics, etc*, accurate 

attendance and Job time records 

TOOLING 

• matter requiring special consideration 
TOOIS 

. Bfflall hand, loss of 

• allowability of coat 

total £3GE>ENDITnR£S 

• see Expenditures, total 

TOTAL POPULATION 

• see Population 

TOTAL SALARIES AND WAGES 

• see Salaries and wages 

TRADE DISCOUNTS 

• as credits to indirect costs 

• as deductions ftroa material costs 

TRANSPORTATION COSTS 

• allowability 

» entertainment, unallowability 
. frei^t, express, etc., allowability 

• meetings and conferences, allowability 

• property acquired under teiminated 

agreements, allowability 
. recruiting, allowability 
. travel, allowability 

• 221 Freight in; Freight out j 

Shipping charges 


Revised 
Section XV, 
Part 3 

15-307*3(t)(3) 


15-307*3(e) 


Original 

Joint Letter Section XV 
No* kX Part 3 * 


Bool* 


15-302.6 


15-307.3(nim)(2) 
15-307.3(mm)(3) 
15-307.3(nm)(6)(li) 
15-307.3(00) (4) 


15-307 

15-307 

15-307 

15-307 

15-307, 

15-307 

15-307, 

15-307. 

15-307. 


.3(om)(5) 

►3(om)(5) 

.3(om)(5) 

►3(om)(6) 

.3(mm)(^) 

►3(om)(4) 

,3(omK6)(li) 

3(om)(7) 

3(om)(6Kii) 


15-502(r) 


15-302.6 


15-306.3(b)(vl) 


15-303(1) 


35 Note 2 j;: 


15-303T1) 

15-303(1) 


15-302*2 


15-502(s) 


15-307.3(0) (3) (v) 


15-307.3(e) 


15-307.3(J) 

15-307.3(kk) 

15-307.3(t)(3) 

15-307.3(om)(6)(ii) 

15-307.3(ee) 

15-307.3(U)(1) 


15-302.1 

15 - 302.1 12 


15-304(b) 
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ravsl costs 

actual yersua per diea baala 
allowability 

• oyer-all administration aetiyities 

• special 

• special or mass moyement of personnel 

• matter requiring special consideration 

• specific research business 
items comprising 


Reyised 
Section X\r, 
3 

15-307.3(U)(4) 

15-307.3(11) (3) 


Orlglaal 

Joist letter Section XV, 

»«>• ^1 Part 3 Bine 


15-304(1) 


15-307.3(11) (5) 
15-307.3(U)(2) 

15-307.3(11) ( 1 ) 


22(b) 


15-502(t) 


SUCKINQ, GENERAL 

as operation and maintenance expenses 
TJinON 

as salaries and %rages 
as staff benefits costs 
inapplicability to research agreements 

mALLOVABLE COSTS 

. as other institutional aetiyities 

• examples of 

• also Costs; specific items such as 
Entertainment; Interest costs; 

Sabbatical leaye 

UNBCDGETED RESEARCH 

• see Research t unbudgeted 

XmcOLLECTIBIE ACCOUNTS 

• see Bad debts 

USE ALLOWANCE 

• acquisition costs unknown, use of estimates 

• administration buildings 

• as general administration and general expenses 

• allocation, methods of 

• direct to research agreements 
« operation and maintenance 

expenses, same basis as 
• inapplicability 
. buildings 

• allocation, methods of 

• as indirect cost 

• exclusion ft^m oyerhead under 

abbreyiated j^rocedures 

• rate 

capital Improrements 

• adjustments to initial acquision cost 

• as indirect cost 

• on Goyerament-fumished facilities 
ciyil defense capital expenditures 
computed only on facilities 

related to research agreements 
current year's acquisitions 
defined 
equipment 

• allocation, methods of 

• as indirect cost 

• exclusion from orerhead under 

abbreyiated procedures 

• original complesent, redetertsinatioa of 

• rate 

• current records maintained 

• no records maintained 

• original complement 

fxcluded from total expenditures base for 
allocation of general administration 
and general expenses 
Inapplicability 

» buildings and equipment paid 
for out of Federal funds 
buildings and equipment used by 
other institutional aetiyities 
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15-307.3(U) 

15-307.2(111) 

15-303(1) 

15-303(1) 



15-307.3 

15-302.6 

15-302.6 

15-305 

36 



15-304(t) 



15-306.3(b)(T) 

15-306.3(b)(r) 


15-303.3 

33 

15-306.3(b)(T) 

15-306.3(b)(T) 



15-306.3(b)(») 

15-304(t) 


15-303.3 

k 

30 

15-304(t) 

15-306.4 

15-303.3 

31 

15-304(t) 

15-307.3(d) 

15-304(t) 

15-304(t) 



15-304(t) 

15-302.6 

15-304(t) 



15-306.3(b)(T) 

15-304(t) 

15-306.4 

15-302.5 

15-303.3 

k 

30 

15-304(t) 

15-304(t) 

15-304(t) 

15-306.2(1) 

15-303.3 

15-303.3 

32 

32 

32 

15-304(t) 


15-303.3 

30 


15-306.3(b)(y) 
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QOESTIOWS FRESEMTED AT MCWTERET^ CAT.TffCBNIA - 

1* Today's practice for auditor and analyst racoimn«nHa+-i««- j 
officers' decisions is to treat cost as^e sole basls^or^pSln?*??*^®?^ 
prio. tawlne.. «d to ^ply it ly fomo,. S thS^g. "t^ 

regnlaUonat If not, «^t atqis do yon snggest for both abroninant md 
contractors to make practice conform to intent? »*yernment and 

^ You say that if a procurement is competitiTe that wm ^ 

"hoot and a damn" tdxat costs make irp the low ^ * give a 

don't, but negotiators do. aSTi?^arobiwsio^^?tt 3rou 

If your statement is the Goyemment's nhlloa^iw negotiators, 

passed on to the negotiator's level, and to^Ji ^ P^^osophy 

before the contract can be ^proved? wse idio iwieir his negotiations 

contractor's profit ought to^on ^ 

redeteiminable proposal. Isn't it So ftoLS ^ Sf 

audit costh, period? runction of the Audit agency to ^ 

it. Audit Agency Insists that audita 

pwals must b e performed accJrdi^^ ®“ ^terminable pro- 

OovemmSTnegotiators are prepared on reports to 

language regarding the use of CPFP basis, regardless of the ASPR 

U «W«d *!• 1^* CoBtractor 

by negotiator or contractina offlean^w^^^*? ®“®t be made 

they must accept audiSS*^;S Position Sat 

an item in overhead idiloh the auditor has disallSf^^r *5®^ cannot allow 
to "go home and work out your nrobi cma «rt 4 >k Contractor is told 

..Bb«ct,r do, (iaid, 

business S^rerognSe*iSS^rochin abnormal cost of doing 

•m DCD ever concede allowabllity^f iSere^^^A^ allowable costs? Or, 
on a specific contract? mis latter sSSSS “®f?»®f7 to perform 
a major contract is awarded to a ®*®iV dev^op where 

to the company's other nor^tasSSS^ is large relative 

tSti «Jd rfftUat. d«rg*, . Btf . - 

» dlTlaiaa against another hare been aa^mrf*” iv one plant 

^ on a port basis (excluding any onestS^*^?^ accmtable to the Sereloos 
~«t pnnc3plS-5b^otl ^.!y -?!f?“'”. °f.Prom). Ihder the Uteat 

t»e or another - "Inortt^’ii^lfS? « »« 


7. Could brieily state the cost probloa areas in idiicb Advance 
Dhderstanding Agreements bare been negotiated to date under the nev 

ASER-15? 


6. Contracting Officers often require the sq>pllcatlon of learning curves 
in arriving at prices before beginning production of a follow on contract, 
and in other situations. Why are they reluctant (or refuse) to permit 
the application of these same learning curve computations in arriving at 
the starting costs of a terminated contract for termination settlesient 
ptuposes? ^ftiy aren't audltora for the government more familiar with learning 
curve conputations and. agreeable to covering these problems in all audits, 
i.e. for procurement and terminations alike? 


Is an Advance Understanding - as contesplated by ASIR Committee - 

(a) to be covered by special language, on a contract by contract 
basis? 

(b) "res judicata," in later contracts - 

(i) in some service 
(il) let by other military services 

(c) to be negotiated on a single-service basis (like overhead rates) 


Advance Uhderstandings - 

1. Is it not the general Intent of "Advance Ikiderstandings" to bind 
both the contractor and all DCD procurement agencies with idiich 
the contractor does business? 

2. Uhat is the feeling of the ASFR Committee as to the incorporation 
of "Advance Understandings" into contracts hy amendment? 


U. In the case of a contractor ihioh received its first government contract 
between Nov 19$9 and June 30, I960, vhst is the operating poli^ of the 
Defense Department in amending CFFF contracts to incorporate the new cost 
principles? Is an amendment of this tjpe wholly at the discretion of the 
contracting officer? Does the letter issued by the Department of Defense in 
Feb I960 mean tiiare is an obligation on the part of the contracting officer, 
-thether it benefits the Government or not, to amend contracts let after 
Nov. 2, 1959) where the contractor received his first contract of a CFFF 
nature? 


12. C«pt. Malloy, in view of the fact ^at you are Chairman of the ASFR 
Committee, could it be possible to get a ruling on this condition? For 
exaople: A corporation who has a large diversification of products 
has a division holding a prime contract. This prime division (A) has 
requested conpetitlve fixed price bids on a piece of hardware to all 
companies willing to bid. This corporation has another division (B) 
that has the capabilities to produce this piece of hardware and enters 
into this competition and wins the award. Would the Government allow the 
division (A) tb include in its cost the price that the division (B) won 
the award on and take a profit on this price? 




T-'^oo Solicitations for Informational or Planning Purposes. It is 
the general” policy of the jbepartment of Defense to solicit bids, proposals 
or quotations only where there is a definite intention to award a contract 
or purchase order. Howerer, in some eases solicitation for informational 
or planning purposes may be justified. Invitations for bids and requests 
for proposals will not be used for this purpose. Requests for quotations may 
be issued for informational or p lann i n g purposes only with prior fipproval 
of an indiyidual at a level hi^er than the Contracting Officer. In such 
eases, the request for quotation shall clearly state its purpose and, in 
addition, the following statement in capital letters shall be placed on 
the face of the request: "THE G07ERRMENT DCES NOT INTEND TO AUAHO A CCUTRACT 
CN THE BASIS OF THIS REQ13EST FOR QtJOTATICN, OR OTHERWISE PAI FCR THE 
INFCRMATICN SOLICITED." 

Question - Will this Regulation be revised to clearly state that 
costs generated by these requests will be allowed in 
burden? 

ASPR - 1 July i 960 - Will ASPR ever eliminate other instructions 

that are issued by other Services, such as 
AFPI by the Air Force and NFD by the Navy? 


PRIci WATERHOUSE & CO. 


SEVENTEEN TEN K STREET, N. W 


WASHINGTON 8, D, a 


September 23, i960 


Mr* John Marschalk; i 
2850 Belden Drive ’ ; 
Hollywood 28, California 

Dear Johnx:;^’-- 


- YOur; list: of ten. questions^.: and Ca^pthln Malloy 
list of thirty, seem to me to provide the basis for a thorough K' 
and construotlve. panel discussion. I have nO fiirther. .quasrtloria 

to;p^ppse;.i-'' 1' /■ 

;} ;V ■ if .'It In^ with i your ;/ldea'^nf; tto.'- disWsslOT^'i^^!^ 

would like to direct ray- remajto on these various queatloniK-v<^r^ 
primarily toward the manner Ik >*lch the trend of events la 
belns: Influenced by aeeoxmtln^ and auditing considerations^:? ' 
l,and toward what sees to rae> to; be probable consequences?of: the ^- Z- 
Z trend of e vent s w Jte4 or c onse<suene e s^ - of . course , Included thb se “ - 
which have their- Impact on; proflt^* I think can glve>: theZdls-. 
Ousslott this kind of a twist without Invadlrtg - the . ai^a? , 
reserved, for tl^ 10s30 session, on the Theory and Practice; of- ; 
Profit and the other sessions idilch deal with auditing and? 
coat accounting As a matter of fact I feel that, oursrbeingL ■ ? 
the lead^ff session, we have Zeome obllgatloii to lay theiZrZ • . ? 
groundworfc for developing: the i^atlonshlp between the:’ ^ 
Procurement Regulation and. the various other subject mattert : ■? 
wU.chvwllX,.be-deMltz::ifd other ’meetij^s,;.ZK^ ■ 

/.zZ: ■ 'V,?: ■ Ak yon;raayv ioiow^ ItZis feeling- 'that 'theZpositlon 

; ths;(k>Vexii^^ in. the devriopment of the cost 

principles .Is one^i^ does SMie degree of violence to the 
baslk conception^ of dost and? itZtherefore does violence also? ZZ- 
id; the- baaleZsoneeptlon. of profit be^is very meaningful 
invthe buslhesezrorid; wlthottt^ the dther;^v^: 

recaii^alac^thi^ a dhain.of vinter-conhected,.eoncepta.%;ZZ--’Z;Z; 
with coat deflhitidtx at the front->eiui and severely detailed 
regulation- of business activity at the tail-end. Whoever;^^^: 
defines coat a has ; thereby defined., profit, and whoever has the 
c^todlanshlp of the measiireraent of profit reasonableness holds';, 
also : the power of is^f ectlng economic life and death These may 
round like abstractions but 1 think I can give them a practical? 
ro*W- In the panel meeting as thef various Individual questions 
..case -for consideration,: 






Mr. John Marachallc 


September 23, i960 


A particular aspect of these things which has interested 
me lately has been the development of governmental controls over 
subcontractors and their exercise through prime contractors. 

In the final analysis there is not much difference between a 
subcontractor and any other supplier, and accordingly, the 
development of this trend, under pressure from the Government's 
auditors, is a matter which should be examined very closely by 
many more businesses than simply those engaged directly in 
Goveraraent contracting at the present time. I think this aspect 
of the general question of subcontractors* affairs should be 
brought out into the open for consideration. It may very well 
be that this la an avenue through which the general business 
community will ultimately be affected by the things we will be 
talking about with the thotight that they are now the special 
problems of a special group. 

. . ■ ^ realize that we are very close to our deadline date I 

and that I have not given you much time to respond to these- 
general ideas. However, I have confidence in your- moderating 
ebillty and in my willingness to be moderated. ' 

\ See- you -in Monterey.: ' ' 



CCS Captain J. M. Malloy, Staff Director 

, ASPR , Division, Office of Procurement Policy 
Assistant Secretary of Defense (S&L) 
Washington 25, D. C. 



It Hr^ Chazffljiit says- that production engit^^ separata v 

froa R&b» Daflhad as costs "related to a produce being piraduced," ^ 

' ’ Does this aean that production engineering tmist be so lia&edlately 
:^v related that it becomes a direct cost d£ a particular contract or 
order? Can production engineering be just related in a general, 
sense and a proper overhead e:q>ense? : If so what is the distinc* 
tipn between production engineering (prestimably allowable) ^d 
developiaant (requiring advance unders t a n d in g) » r 

2« If all !*basio** researcli has been approved as an overhead cost 
V ^or prior years without getting prior approval » Isn* t the contractor 
g atnhting on possible disallowance of part of future "basid' research 
by trying to get an advance taderstandlng and approval*^ Isn* t it - ^ 
rl : wiser to wait mtiV a disallowance occurs?^ Has the Navy changed ; . 

i its attitude on "basic" research with new i^gulations and how 
^ulM advance understandings? 

3 , , . Whis is safest method of establishlog: allowability que8tidn<«^^ ‘ . 
V hairs iteoal <^) Advance understanding with contracting, offiesr'^r^^" ^ 
^ wBf oh each aontnract or (2) Advance \mders tending with reaidenh audtf/^V 
Con aceting s^tea and allowability Of items desired in: overhead i j« 

C - - ^ the Na^ ^11 accept development costa aa ah ovexiead Its^ 
burden, where the contractor has followed this j^actieS^to 
‘ C / years cvhy^ have. the Navy auditors beguh'thia year: to disallow . 

^ disallowed development costa » thua forcing contractors'^ C 
to. appeal (and. Incur the expense, of .so doing)?. . 'C- .v-^i^:C vC^ 

5V . Assuming a company has entered into an "advanced im^rstan^ng" 

V independent research» must each contract neverthelesa contain- ;V. 

V a clausa re allowability before obtaining reimbursenant? (Or is / 

CC ASPK iuslf a^^td^ta without having individual clauabs in ccatraets?) 

V. C 6*1 Wottld ycns please expand on tb« idea Of ’Imrdenih^ the E8J) coit. 

both the direct and indirect.: c : ' 

- 'coata Incihrred in the B&D cost center nay be allocated to cost, t]^ 
contracts?':'- . ' >v. • ■ >. 




T WA* ife Ch«r»«k'» interpretation that baeic research means 
lieiSalxui lnv«atigator»s knowledge rather than 

^eSelS ^ the similar, interpretation ^ _ 

^ art) been comninlcated 
people reviewing contractors* R&D program and , 
JhA a^r Govt, representat^^ negotiating R&D cost alliances? , 
TSi?Su2S5i»^ri.Sd b«c«.. r.««.t negotiation, haw Indicated 

the opposite interpretations are ^ ^ / 

fl A recent Air Force policy letter issued by naoda d^cta 

t^/cM^tor costs in excess of die amount relai>^abU^^^^ 

ar. to ba diaallowd. IX. yo« conaidarjueh 
to be consisttnt with the latent of ^ the revised cos t^ principles? 

0 Mr chd» T-mak aave nref erred treatment Is to bttfded 8fiJl; la^ 

Z overhead.. IW'e it a waU sat^Xli^d ac-^ 

' comtl^:yrincli^ 

iftS- inii^ contractor ^trac#;agree. t^ 

special^ provisions governing overhead in its CPW subcoi^acts 4 

Id vi^ of tile fact that the prime contractor gen^aUy ^^^w 

voice la the negotiation of si^contrac^ overtop rat^^^;^^ 

m ^ ^ to bsKcoibi^red aS^ 

(si^ject to sharing) by G^* auditors? y SS^e^tyar 

necessary to submission of imsoli^ted proposals (2 ) Non^ontr^^ 
^^:technlcat studies; conducted ad.^ 

^^lii^Ow'neMtiation^ vi^' ^ 
of an agreement with them constittute ad advance 

teSear^d development wfcdch will laaurs recovery of a^ pr^ortio^te 
a^xssr of the agwT^ 

need an^^ldvance underatendind & «<«triwt clauae^^^^^ , 

f-inr-pfficsrf;^-;';^^ 


I3^i> How yon feel al^t diaallowing all 
codteteimp would have h*w edditiowl proflfe^ 

14». Would you c<»nieat on ’ailowabiiityioi cdstii 
reesonable fixed percentege of; sales.f Woold.yon aay. that ap plj e 
'reaeareh: or product development of produc t a whoas.. baaic . reaearch 
was done under a CPFP contract Ir allowable if the^Hfo<b»cts *te£^^ 
Iwroved by th^ appUed research and ere^ being S^ Goymxase^^ 

' .contraota tdr'Other; prime contractote.v',.^ -v J 




15 X f actually eoispleted negotiation of advanced re* y-^ 

davelopaent rates with any contractor? (pursuant to 
ASPE ISV (i)" A ®® wtat fora axm the agreenenta taking? (i*e, , 
dollar toaxlauar,- overall % or X by program) p (2) if so, vhat X 
of stipport la gett«5f*lly given by the Govt* (l.e., 30X, 40X, 80% 
of cSttactora total indep^dent RfiO) coats, etCt)7 

16. Please disc^ the poaalbillty of achieving a uniform set of y 
coat prloclp^*; ASPR US AEG.- 

17; What la the ‘’generally accepted accounting proee«haM & practice” 
for^allocatlon of gfiA f or a multi-plant corporation^;’^ 

ll(. Is it fa^ to require one contractoi to burden his reaearch 
coats vl^la on the other hhad you permit hia competitor to 
' not ^ burdening it.- • 

19; Aa a former AF contracting, officer 1 know a feeli:^ exiata la ^ 
the Govt regarding advance underataxiding for RSS* Theaei peoplg-^,^: 

(ar the vorirfng level) feel they are alnnln^ If they allow 4^ 

■ How can' we expect to get ahead if thia- p^loapphy' exiata;^^; ’ P^ 

MCPC in the; AP aa well aa the AHIXJ review (kxomlttee jMUJqi a^ 
':advaaced understanding' re : Jack Paula; lecture.'-:- 


V xa an "advance underatanding" agreement limited to q^eation ot 
reasonableiuaa end allocability or may it aXab ectyer qoeatlena 

21. Asm performing under contracts with / 5 

bo^ the USAF and the AEG and that it accumulates blddixig costa ^ 
into an overhead account; applied to : direct labor. ' Since : 

AEG idll not allow such costa, may; the contractor aceumulati i T 
bldd^ costa to the USAF separately from those incurred ik bidding, 
to the AEG; recbvering such USAF bidding Costa as an overhead Item 
applied to^ USAF direct labor only . (This question acUhraaaed ^ 

■ 22^": wi^t arm ccnt»ca^‘***bx^den rates’’ a^ 

:..to:'ovexhaad? “y; ^:'y\;v ^ 

23. Ba% the Kavy any procedure for getting, in a timely manneir* 

' . advance underatandinaa affectina contracts of more than one Btaraau. ; 

: -i': . ■ V v-;. : , ■ ■ ■ 



24f h Pleas* a little sore the distinction between research 

and devnlopamitr^ * Sfwoifie case t A company has develop^ed a 
proprietary ptM^d (built one hand made prototype). It then 
plana to make a pilot run of- a few more units ;*under the super- 
vision of the sadlaaer (and in his lab) who developed the product, y 
After completion of the nmy production drawings will be .raleased- 
sinca they can't be completed beforev What category do t^ original 
costa fall into and what category do those connected with the pilot : 
rott’ fall intot What about allowance of these costs in overhead? 

The units to be made in the pilot run will be used for evaluation 
: and dot 'Sold.- - .'.v;''" 

25. (a) You made e careful diatinetion between basic researeht^ ' 

applied research and development engineering. Question t Bow do 
th^e distinctions affect the means bv which these costs may be# 
recovered.^ (b) You recommended that contractors reaeh ah advence^^^ 
undarstanding as to the percent of total research A development: 
dollars may be^ recovered. X read the ASPA to meancthat Sueh Ooaif# - 
;Shavlag;may he:''desirabia''';bu^ not: 

of an:' advanced undaratimdihg^ Bi^;'<Ncpen8esl:f 
unailowsbls if not specifically authorised; in cost tyi^^ f , 

X reed notdtins in new A$PR: that that either advene* m 
a tattdinga W specif it . eontimtaal authority ar* sumdatbry f or # ; # . 
BfiA espenae*' to he' allowable#' v;^' ■■ • w 

27*^^ x ^ reaeareh uhdar old ASPR li» Ti» liy' 

that the Controll^ of the Kavy has iisue#to hit field' iniditort^#^-^ 
as ih^rprei^tion that statas it parr ^'applied research^ relattd^^l^ 
product lines for which: tl^ aon^^ CPPy rated ot the 

pxemlse^t^t .this ai^lied research id general rese^tth and ts such 
is ipeoificaliy unaUowable ASPIU Questiontl)Is that ihtar« 
pretatioa not ineonsiatrnt with the ctncreht definition of applied 
researehlv 2)^ Why is. this interpretation hot readily available to 

2t. a<^anco^ agreements fper: Set*::vXt^r: 

betmidt'wl^t^ the:/eohtractlnt offlcer«:v::(2>:;Cki^^ 

0 * PPA- ematthety toM* C(»t r ao t<n g; of fli^rt^^ will not itcbgnist th*^^^-^ 
coat sharing or research^ can this untfMfognized share be re-^ # v # 
V allocated.t^eell, the, CPFPrcohtraciav .vc- 
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Mr. Kenneth K, Kilgore 

Director, Audit Policy Division 

Office of the Assistant Secretary of Defense 
Washington 25, D. C. *^erense 

Dear Mr. Kilgores 

readlJS*yoM^°"tter*ihich*mIght°be'’I!^rth^^^ occurred to me after 

Principles Symposia Panelf 1" the NSIA Cost 

the distribution of the 

Contractor's Independent Development costs? Thae 
are apparently two different points of view in the 

oTvlT.t be distributed 

coitractf*(2rThn‘'lJ““ ?PPll«bla to productioj 
the rnf+!’ f ^ ^ distributed to all of 

line ttientL® Product line, including product 

-sponsored Research and Development contracts. 

2. I have heard some interpretations to the effect that 

"PSPtlatlon of Advanced Under- 
CetteJn^ lu Research and Development 

negbtitttd^!^ costs mentioned in 15-107 should b^ 

contracting off iter s^rg”*^Mt^tont*^* basis with individual 
and possibly- travef rtl?! P^^^-^^tract costs, royalties, 
personnel movement Would it to special or mass 

establish machitttC appropriate for ASPR to 

Understanding on other^^^* negotiation of Advanced 
and indirec?^ctttt? ” 


j. w 4 -v.a r>hrase "Product Advertising”? 

‘LSutional advertUement. displaying a 

s«te» Sn a t«de «r technical journal properly considered 
product advertising? 

in order to /»™;.nP'‘°i"e\°pprSrr?atr'to “x^fn'd 

fee price contracts, woul iig+inq of all the considers- 

^croJs%SertrcLrs:rsi™Jn^^^^^ - pncmg 

of a fixed-price contract* 

+n Section XV required to recognize the 
cLrofex^sf fLllltles and personnel resulting from 
"stop work orders"? 

e. *4 « YV OD5 26 makes the statement that patent costs 

ll^ts where the Contractor retains title but gives the 
^feJni^nra non-excluslve royalty fee license, un- 
allowable? 

Why is a modest subsistence stipend for full time 

+ralnees considered unallowable especially 
graduate stipend constitutes the trainees 

means of support for himself and hrs family? 

Is this a correct Interpretation of Section XV 205.22 (e). 
That a Contractor who chooses, because of the 

ItL^ available on the outside at a lower price? 

as G Si A expenses, is it practical t PP Y 
Independent Research? 

1. 15-205.35 recognizes If f '>®ndvance'‘uSdefs?^^^ 

to be an allowable cost /^ich an ®j®®^^;j^^^snt 

is recommended but not ^.^s^full allocable share 

unwilling in many cases be” f ^ ^ premises* 

of these programs in the light of the roiiowx y h 

(1) that the same ‘^°'"P®^^^^®cont^CtrL^on^Ltt 

the prices of government contracxs 
d 1 nTOdllCilS* 


(2) satisfactory criteria for the reasonableness 
of Research and Development expenditures exist 
or can be established 

(3) a contractor who is forced to share the cost 
of his Research and Development is at a 
competitive disadvantage on his Comnercial 
products idiich must absorb the unrecovered 
costs allocable to Government Contracts on 
his commercial products. 

(4) A contractor who chose the disputes route 
can probably recover 100?i of his Research 
& Development on after-the-fact pricing 
actions. 


I am not sure that these questions are actually pertinent to the panel 
discussion to wAiich we have been assigned, nor would I object violently 
if you eliminate most or all of them. I am sending you sufficient copies 
to distribute these questions to Colonel Blattau and Mr. Jones, if you should 
choose to do so. I am also sending Mr. Beall a copy directly. I would appreciate 
receiving the questions suggested by the other members of the panel and I would 
also appreciate further opportunity to raise additional questions as they occur 
to me. 


I am attaching to this letter, a copy of the brief biographical sketch 
which I mailed to Mr. Youngblood of NSIA. I look forward to meeting you and 
the other members of the panel at the end of. Tuesday's session. 



Government Accounting Controls 



T 


l/k/6l 

13-203-22 e 


"RecognlzlBg that it Is the Contractor's long established practice 
to price interorganization transfers at other than cost for conmerclal 
work, in connection with the work under this contract, the Contractor 
shall be free, but not obligated, to use any article or service 
customarily produced, assembled, or provided by the Contractor in the 
regular course of its business, provided such articles or services are 
billed at the lowest commercial prices charged to an outside user 
purchasing in similar quantities. " 









! 






questions FRESENTED at HSIA cost IRINGIFIES 
2k and 25 Jazmaij 15^ 


1. Althott^ you bare said that it nay be neoessaiy for the Sexriees 
to issw daplementing Instructions - i*y does the D^artnent of Defense 
pendt conflicting Instructions to be issued on Interpretations of the ASPR? 

2. Why doesn't the Department of Defense reqoire that all inplementing 
instructions ly the three Services be cleared by the Department of Defense 
to assure that the instructions are in coap^ance with ASIR? 


3. Why is it that one branch of the Qoverament (Internal Revenue Service) 
allows a contractor's eapense and another brandi of the Govemaent (DCD) does note 

Exasples} Advertising 
Interest 

U. Entrance into an advance understanding on Independent B&D eapense 
anst be done with full knowledge of all tiie particulars involved. If patent 
ri^ts to independent R & D inv ent i on s are not requested at the of the 
advance understa n di ng but are requested during the negotiation of individual. > 
oontracts subject to the advance understanding, a contractor does not know' 
the full cost of the advance understanding entered into. 

What is the Oovemaient's intent on requesting patent 
tijhts to ixidependent R&D inventions and idles, will it 
request such ri^rtst 

5. Ih quoting on Fixed-Price contracts, why is it necessary to prepare 
cost breakdowns, bills of materials, tabling lists, etc* idien the contJ actlfig - 
agen^ admits frankly it is only interested in the low bid? 

considerable costs to our operations when the information is not used unless 
one is low, 


^6. Is Ihe Stateamt of Coat Principles the only published or unpublished 
statamant of pdlcy (or interpretation of policy) on "Pre-Contract Coets?" 

- -II o yttogw dM la contract prlolag. Why «hOTld eeiirttiig««icl.,, 

<)W8tioiwd ly andlton and nagoUatonY 

/ ; 

f ly of the iStB, nany paepla aipact 
yat every diy aost of th« busii^se jud gment in determining reasonaUenesSj 

'•**»Sen2a result iron a difference of opinion on 

l)«Slss*ju^SLt? ^ 


9 Cb tbe question of mortgage Interest - Should steps be taken to 
cost from other kinds of Interest thereby removing 
p>a>ltr of r«a*3r cnmerAlpf 


o 


10 Let's face the fact that all BCD procurement is running from. 
diffle^tles with GAO and Congress* Why, as you lay avake ni^^ worrying 
about new to squeeae the contractor, do you not also seek ways to pay 
for fair costs Incurred? Honey which you are. In effect, boirowlng from the 
contractor - not even GAO could argue that this is a fair cost. 


31. With the development of different approaches to coat recovery 
as Imiied by the issue of separate set of cost pr i n c i p les by ABC, what 
effort are W"g exerted to achieve a common set of cost principles for 
all Government agencies? 

12. Has Bureau of Budget authority to dictate dianges In ASBR cost 
principles? If so, on what authority - statute, executive order, or idiat? 


13. Be iSiS-l5-2Q5*W^)* Costs of pairt-tlme ednoation relative to 
Job requirements of bona fide enployees. The words "related to Job 
reqniremexits'' are subject to different Interpretations* Could you discuss 
Ihe intent of the paragraih, ASPR l5>205*UU(b)? 





ll(* Locatian Allowances at Field Test Sites* Eiqpense allowances anchor 
bonuses for living at field test sites must be considered along with toUl 
salary in determining reasonableness of over-all conpensation to personn^* 

How does BCD propose to control (through ASFR Cost Principles) the payment 
of expense allowances or site bonuses without also controlling over-alX 
salax^ Is it proper for the BCD to attempt control of salaries? (I think not)* 
How do contractors meet coopetition in payments to eiployees idien controls 
on method of payments are Imposed? 

Z would like to have some discussion on this subject* 


1$* Lauyers and the problem of "consideration'* are blamed for the BCD 
refusal to permit ^olesale substitution of the new principles for the old* 
CouldnH tl^ be done under Title U residuary authority - "without consider- 
atleo" - on the Secretary's finding that it would facilitate the national 
defense (In actadnistezing controls)? 
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l6« Ibe 10 Febmazy I960 n e m o of the Assistant Secretary of Defense 
to the Assistant Secretaries of the Amy, Navy and Air Force relative to 
tmifona piroeedares for the 1 mplene irtation of the revised cost principles 
provided that eontraets entered into after the effective date for the "new” 
cost principles (1 July I960) could provide for the extension of the 
applicabili'ty of the "old” principles through the end of the contractor's 
current fiscal year. Nhere the extension has been granted, do the "new" 
cost principles automatically corns into effect at the close of the con- 
tractor's fiscal year or does it remain as a requirement that the shift 
from the "old” to the "new” cost principles nay be allowed only if there 
is no disadvantage to the GovenmentT 

17. In the absence of an amendment to an "old” contract to provide 
for the application of -ttie "new” cost principles, is it proper for 
contracting officers to seek the incorporation of the ”new”eost principles 
to amendments or sipplenental agreements to such contracts idiere the scope 
of the work or procurement is significantly increased? 

18. Vhat is the real intent of -Uie new Sale and Leaseback Provision? 
Is Hr. Landesoo's interpretation correct? 

19. Re: Sale axid leasebacks: 

1) Is rule diffezont idien lease used as a means of original 
fi n ancin g - (i.e., idiere contractor never had title) - 

as opposed to when contractor had title, then ea^^w a lease- 
back? 

2) Is contractor prohibited frcm realizing legitimate product 
so long as rental fixed is fair, reasonable and coopetltive? 

20. Nhy should any ^ costs be disallowed? 

Uhy not allow aH costs to be ^read proportionately over 
tgnpes of business, and apply the rule of reasonableness, pTus 
acceptability of the contractor's accounting system? 


21. A5FR m. Part 9, apparently intexids that (a) contractor's 
Porchasing Systems and (b) Major INdividual Subcontracts will be reviewed 
and apprenred on basis of new ASPR.X7 (i.e., in pricing and cost analysis) 
among other bases. 


. a» Hhat is the ASPR Committee planning to do regarding some 
w ^ "cost audit and transfer” (Aram subs to primes) problems mentioned 
»y Mr. Cook of Westin^ouse? 

•o«h probleasf^ ^ meantime, idiat can procuring activities do to meet 
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COHTRACT COST ERINCIPIES 


Captala John M. MBOJjogr, SC^ USH 

r>^^^T1ll«nl>-, iLmed Services Procurenaxt Regulation Committee 
Office of the Assistant Secretaiy of Defense (Supply and logistic®) 

at the 

BSIA Seminar on Department of Defense Froctnreaent 
Uhder the: Revised Contract ' Cost Rrlnclples and Srocedures 


Washington, . D. C» 
January 2 k, 196I: 


I vould like to congratulate the Rational Security Industrial. 
Association for Its sponsorship of this seminar on. cost prlaclplesi. Dils 
exc^lonally large turnout is angils evidence that Interest In cost 
principles: has not diminished* 

^ Is^a particularly good Idea to have this type of meetlna^ 

frow.time.to tine to talk about our comaon problems.- loweveri this posesv 

c^tal^fundsaen^ problems for the Government- representatives*. We are 

• experiences vlth you and to listen closely to i*ab the^ 

in^jr sp^esmenk^ to say. We vllX be particularly Interested In the 
^xof qu^lons vhlch you put to us as this should be a good barometer 
trouble spots In the application of our cost principles. ^ 
Government representatives ybo are here today, in/>in^inp syself. are 

Officially for the Dep^ent L^ct, 

advance coordination vlth respect to our 
Pjesei^loas._H^^ ve intend to provide you vlth our best Informal 
views and, realistically speaking, this should be quite helpful to you. 
^yro are enraro, the subject of cost principles is an area la which t 
^nlons wy widely. OSils Is true obviously within the Department of 

surprise me to hear conflicting ^ra^ressed 
S *^P«»««*»tlves. This, howevw. Is thTStuw 

^ feeling that the full erpresslon of individual 

«nL*^*i**^ ^ ^ J^isht decision with 

respect to any particular cost item or cost interpretation.. 

> has-been our eaperlence that It Is not possible to provide 

so^lons to every costing problem. Prcm tSeto time, 
ILS ^ officers for such neat solutions and, oddly 

many requests fron Indiv idual cos^aiy representatives 
solrtlons. Everyone, of course, waS^se neat : 
packages when It suits his own particular purpose, but I am rather certain 

Our goal, during this meeting. It seems to me, should be to isolate 
W any possible soft spots that may come to light, so that we In GovermSrt 


oay study the partleulax ares furt her . 'While ve hs7e foxuad that there are ^ 
often no easy answers to scoe problems associated with the cost principles, 1 
particularly Insofar as the Armed Services ft>ocureneixb Regulation ^ 

Is concerned, we frequently are able to take other administrative action to 
advise our contracting officers and negotiators of the u nde rlying purposes 
of some of the ASER provisions* 

In amy event, please be assured of our good intentions and motivations 
In connection with our continuing study of contract cost principles* Above 
all, I suggest that you not develop a feeling of frustration Just because 
easy solutions are not forthcoming on the spur of the moment* After 
all, Z need not remind you of the problems that remain In your own 
cooqoanles from week to week* 

I do not feel that any good purpose would be served by re-hashing 
the many arguments and counter-arguments vdilch were fully es^lored and 
evaluated prior to publication of our cost principles* Rather, I Intend 
today, to cover briefly the basic underlying purposes >diich motivated 
us to adopt so-called comprehensive cost principles and seme of the current 
problems that we face In Implementing any regulation, particularly one as 
ccmpUcated and as far-reaching as Is Involved in cost principles* I will 
cover the use of cost principles and cost breakdowns In the pricing and 
negotiations of contracts as I am sure that this subject will bubble to 
the surface several times during our discussions* I believe that you may 
be particularly Interested In some of the areas of the cost principles that 
we are currently studying and, hence, I will outline these areas for you* 

Most of you are aware of the fact that the cost principles were in ( 
the process of consideration within the Department of Defense for a period of 
several years prior to their publication on 2 Bbveaiber 1959* ^^len finally 
adopted, they had been considered. In some detail, at high levels within 
the Department of Defense* We had several basic purposes In mind In this 
exercise* We had the obvious problem of updating our then existing cost 
principles, which were originally publl^ied In 19^9> and which remained 
essentially unchanged over the years* Also, we were seeking to achieve a 
greater degree of uniformity on costing matters within the Department of 
Defense and among our various contractors* X recall a discussion which I 
had about two years ago with the Congressman frea ny own District who was 
an active member of the HOuse Armed Services Committee* For some reason, 
he Just could not understand why, for exaaiple, the cost of incentive bonus 
plans was not allowed by one military department, while the other two 
departmente had testified before the Committee that tb^ could see nothing 
wrong with this type of expense per se, and that it was being allowed to the 
extent that over-all compensation lam reasonable* ELs rather pointed question 
to me was, **Why doesn^t the Department of Defense make up Its mind with 
respect to this area of cost and put all contracting officers on the same 
teamr" 

In addition to seeking uniformly, we were also atteagotjng to provide a 
ffamevork so that a particular cost would be treated, poli^-wlse at least, 
the sane way, regardless of the type of contract eo^loyed* We could see no 


JiLr our T)oll<y should he different on an item — such as contributions 

B rewon W o ^ cost-type contract as against a follow-on contract of 

W and doMti other words, we feel that a cost is a cost regardless 

Sf^raS Srolved. in making this generality, however, we do 
lose sight of the Inherent differences which are reflected 
^ticular type of contract used. Howerw, these Inherent differences, 
of risk, for eacanpls, should be lobked at squarely, and 
equated Si the merits, rather than be buried in a different cost treatment. 


Xn connection with the individual elements of cost, we adopted what we 
ro n« l d^ r ' the best result possible luder all of the circumstances, ^y this, 

X mfftw that other elements of the Qovemment, such as the General Accounting 
Office and the Congress, have long held strong views in some areas, and these 
views could not be ignored. Up to the present time, we have been successful 
la defending several of the allowable cost items against critics who feel 
strongly that the Government should not pay f^ certain particular types of 
cost. 


Maty of you have bent ay ear privately to convey the word that the 
la^lementation of these cost principles throughout the Department of 
Defense has been rather harsh. There are Inherent problems of implementing 


policy decisions la any organization, particularly one as large as the 
Department of Defense. This is probably the most difficult problem that we 
face in developing any important part of the Armed Services Rrocmrement 
Begulation. We attempt to develop policy which is at once applicable to the 
large eontraetor and to the sma ll contractor, and to the contractor doing a 
large volume of business with the Department of Defense eind a contractor 
whose total volume of business includes only a small portion devoted to the 
Department of Defense. Interestingly enough, during the developnent of our 
cost principles, one of the strongest industry objections was concerned with 
the degree of specificity and detcdd idilch we insisted was a necessary part 
of the coat principles package. Ve are now finding that industry representa- 
tives are ccnplainlng that our regulation is not specific enough. In cither 
words, industry, on the one hand, argues for general policy guidelines with 
maxliBum reliance on the application of individual Judgment to specific 
situations w h i l e, on the other hand, industry seeks specificl'^; in'.the cost 
principles as a protection against the application of the wrong kind of 
Judgmesh (fncm their point of view) being exercised by a contracting officer. 


In any event, the military departments have issued very little in the 
way of implementing instructions. All of the departments are in coeplete 
agreesmnt that it would be unwise to allow extensive unilateral implementation 
of the cost principles. This is not to say that there have been no suggested 
implementaticfns. For example, many contracting officers feel that our 
coverage on travel per diem, cmd laoving e^^nses is too> broad. They want 
yardaticka, such, as suggested per diem rates, or maximum limitations on the 
wei|^ of household effects such as are applicable to Go v e rnm ent personnel. 

For the momei i t at least, we are of the opinion that these matters are best 
left forr in d lvl d na l evaluation against the over-c^^ test of reasonableness.. 
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I vould to torn ncnr to the \ise of cost prlaclples In pricing. I 
hanre fotmd that feeling often mna high vhenerer tUs subject Is broached. 

Aa a natter of fhet/ the applicability of our nev cost principles In the 
fixed-price area uaa the most significant area of discussion vlthln the 
CepartBent of Defense In our consideration of the cost principles. Many 
loaovledgeable people vlthln the Department vere genuinely concezned that 
aiy cost principles developed for use outside of the cost relnbursement 
contract area voald Inevitably result In f ozmxla pricing^ or the autooatle 
resolution of pricing problems strictly along accounting lines. Others felt 
Just as strongly that It vas essential to sound pricing that the parties 
have a clear wg of the cost base^ that the peculiarities 

of the contracting sltizatlon should thereaft^ be handled through appropriate 
types of contracts or special contract provisions. 

Ve have set foxth our policy direction on the application of cost 
principles to other than cost type contracts Section X7, Part 6. 

Sere ve have done our level best to come at this problem In a realistic 
fashion. We made vhat I consider to be a valid distinction between retro- 
spective prlcl33g and forward prlcixig. We very carefully Indicated that our 
basic pricing policies and procedures, which are contained In Section m. 

Part 8 of the Begulatlon, are governing and shall be followed In the 
negotiation of fixed-price contracts. We have Indicated, In a straightforward 
manner, that the cost principles are to be used as a guide In the evaluation 
of cost data, when such evaluation Is required to establish fair and reasons 
able prices. 

I have often been cusked to elaborate on the tem "shall be used as 
a guide." Sere we singly mean that our cost principles should be followed 
In the usual situation, and that a contracting officer who departs ftrom the 
cost prlaclples assumes the burden of Justifying his action. This seems 
only fair, and Is the type of ccaaapllance idilch you would e^^ct from, the 
enployees of your coiqpany in carrying out stated coag>aay policies. Sowever, 
we mean >diat ve say ^dien we Indicate that cost and accounting data may 
provide guides for ascertaining fair ccapensatlon, but are not rigid 
measures of It. Other ts^es of data, criteria, or standards may furnish 
reliable guides to fair conpensatlon. The ability to apply standards of 
business Judgnent, as distinct frcm strict accounting principles, is at 
the heart of a negotiated price or settlement. 

X an aware of the industry contention that, however well Intended 
our policy pronouncements In this area, the actual fact is that defease 
contxactlng officers are engaging In fomnla jolcing on a large scale. 

It Is most difficult for us to objectively evaluate this contention. I 
think It safe to say that we are paying a great deal more attention to cost 
analysis now than ve did In the past. We are also recpilrlng our major prime 
contractors to do the same thing. greater attention to cost on our 

part Is not necessarily attributable to the publication of the cost principles. 
We have a great deal of evidence, particularly frca reports Issued by the 
General Accounting Office, that ve and our prime coatractors have not been 
attentive enough to the cost aspects of our negotiation procedures. 

k 


J 


Ve fuUy Intend that our people pay more att^ioa to cort, but oiJy ia 
those areas efaere such, attention is essential to sound pricing. We 
Bshe no apology for this, and consider it to be a sound step in w 
detemination to tighten tq? all along the line in our inricing and 
adainistration of large contracts. 


I vould to change direction slight:iy at this point in order to 
adrise you of scane of the actions vhlch ve have recently tahen in the area 
of cost principles, to outline seme of the specific matters idiich ve 
have under active study at the present time. 


Ve have coo^leted drafts of cost principles applicable to the 
acquisition of facilities and to construction contracts. These cost 
principles vlU appear in Barts h end 5 of Section Z7. Both of these nev 
Parts Incorporate the basic principles found in Bart 2, and set forth only 
those' particulars vhlch are peculiar to facilities or construction. 

App ropriate Industry associations are currently being afforded the opportunity 
of reviewing and commenting on these nev Begulatlons. 


The Bureau of the Budget has “very recently revised its circular A-21, 
yibleh, preacribes cost principles applicable to research contracts with 
edueational institutions. ASEB Section nr, Bart 3 ‘viU be la the 

near Hcture to reflect -the changes directed hy the Bureau of the Budget. 
These changes are, for the most part, of a clarifying na-ture. the 

cost of the Sabbatical leave will be allowable, '«rtiefea8 this item is 
unallowable now. 


We firmly believe that changes la Section X7, Bart 2 shoal a be kept 
to the absolute minimum. Other speakers on today’ s program •will elaborate 
on the difficulties that are encountered Tdiea different sets of cost 
prlnelp^s are being used by a particular contractor. We hs've been 
seriously of establishing a nev Bart 7 la Section X7, which would contain 
so-called cost interpretations. Here we ml^ Include additional guidelines 
as to reasonableness or allocabiUty in eonnectloa -vlth a particular cost 
item, ^a t h o ug h the cost principle itself remains undisturbed. *^14 a may 
sound like an easy solutloa to the problem of changes in the 

Mst pr^lples themselves, but we have found, on analysis, that the creation 
of a part on cost Inteipretatlons mi^ well Introduce a utTriad of additional 
ITOblems, ^Icularly of a legal nature. While we have not necessarily 
Maadoned this idea, -Be have not as yet come upon a specific situation 
which' 'would lend itself to this 'treatment*. 


been, or are currently occupying 

our attenti^. We are making a change in Baragraph 15-205.6 which concerns 

location allowances ~ sometimes called "stqiplemental 
pay or Inc^ive pay." The effect of this change is that these costs will 
be ^cogn ized only where, and so long asy the isolation or unfavorable 
eanrirona^ of a particular site makes such peyments necessary to the 

wrtract work without unacceptable delays. This change 
^ January 1961 should have a M^Lm o 
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The total cost lnrolTed'ln the area of recruiting eagpense continues 
to he a Batter of concern to us. A recent stud 7 hy the Departaent of 

Indicates that the level of recruiting expense for defense con- ^ j 
tractors is consideraW^ in excess of that being experienced by contractors, / 
engaged in civilian business. While ve might logical ly eo^ct higher 
costs, in the less stable area of defense business, ve can all recognize 
the vvotentlal abuses -tdilch are possible. The Military Departments >111 
to administer this particular category of expense with a heavy 
hand. We do not, hosever, contesqplate any change in the cost principles 
covering this itesu 


Advertising in trade and technical journals is presenting seme 
very difficult problems of administration. This area involves a small 
fraction of the total cost picture, but there is, nevertheless, a 
substantial azeount of money involved. Our cost principle is coached 
in teziBS, and ve have been faced vlth different applications 

vlthln the Departsaent of Defense in this area. We are edeo aware that 
the number of trade and technical journals is Incr e as i ng at a fast clip. 
We have attempted to develop an amplification and clarification of our 
cost principle, bat vlthout much success. We are now undertaking a basic 
study to determine just vhat our defense policy in this area should be. 

I am unable to predict the outcome of this study at this time. 


A question has arisen with reject to ^diether Ind^endent development 
expense be allocated to all vorlc of the contractor in the contract 
product (including research and development work), or -idiether 
Independent develppiaeiBt expense can be allocated oily to production 
contracts. While the problem arose vlth respect to the Interpretation of 
the provisions of the cost principles as now worded, we are studying 
the matter to seek the right solution. In other words, a de novo look. 
Th-tfi is a close question and we hope to have this matter clarified in tl» 
near future. 



A problem arisen with respect to the edJLocation of cert ain 
personal property taxes. This problem la aggravated in states where the 
applicability of state taxes to defense material is in dispute. The 
question is whether such taxes should be segregated and allocated directly 
to t»ch class of customer, i.e.. Government work axid commercial work, or 
whether these taxes go into an overhead pool for allocation in the 

usual manner. It is our tentative view that these taxes, when significant 
in amiount, be handled as direct costs. We are in the process of 

Btadiyias the app ropr i ate method of implementing this conclusion. This may 
result in a bo the cost principles and to our standard tax clauses, 

as well. ' 

We are beginning to hear that acme contractors are seeking to gain 
a liberalization of the cost principle concerned with charges for Bmterlal 
transferred between plants or divisions under a common cosctrol. Our present 
ASro covearage on this subject represents a liberalization from the prior 
treatment. Many of you will recall that industry reconmezzded a store liberal 
policy in this area. However, the present regulation is essentially one 
of compromise between the ^ n^n »r fc T y atiS Government positions. Some companies 
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isdlcated that they do not want to give the Govemnent the "most 
cttston»r’* price. Prohleas have also arisen vlth respect to the 
hy the contractor throng cossmercleLL channels." Problem 
arise here In conx»ctlon vlth an Item that has only a military 
^f^catlon, and Is sold as a snbcontract Item exclusively to other 
^ease contractors. I thlxdc It safe to say that ve are not disposed 
^aafce aiy basic change In this particular cost principle at this time. 





One final Item concerns Itself vlth bidding expense. Several 
abases have been reported In this area^ such as extensive research and 
develflopnent effort that Is iaproperly labelled as bidding e^nse. There 
are also problems In the area of unsolicited proposals. We are receiving 
a great many unsolicited proposals vhlch are submitted In great detail— 
that is, they asre ecapletely engineered to the final line on the blneprlnt, 
xather being presented In broad fraaevork for evaluation. The costs 
of this effort go Into overhead and are, of course, reimbursable throng 
oar contracts. Ve feel that there Is an area of excess cost Involved here 
and, more iaportant, there may be a vaste of critical engineering talent. 
This Is an area in idilch ve have very little control today. Obviously, 
ve vant to continue to receive unsolicited proposals for evaluation, 
bat ve definitely do not need such extensive engineering detail, and ve 
definitely vant to cut dovn on needless cost In this area. Our 
appr opr i ation situation Is such that ve can oi^ fund a small fraction 
of the proposals vhlch are received. C<»stlnued lack of restraint In this 
area vlU Inevitably require that ve inpose additional restrictions la our 
Regulation. 

It has been my purpose this morning to provide you vlth some beu±- 
ground material vlth respect to the contract cost principles. We do not 
claim that everything Is perfect. We recognize that both Govemnent and 
industry are still acquiring experience under the nev cost principles. 
Eovever, ve have heard nothing yet to Indicate that any basic or major 
changes are necessary or desirable in our current Regulation. We are 
most anxious, hovever, to take such steps as nay be necessary to clarify 
and improve our Begalatl<ni. We most certainly are desirous of preventing 
the misuse of the cost principles. I have indicated to you the areas that 
are currently cwislng some difficulties and are requiring our attention. 

I am looking forward vlth anticipation to a discussion In d/^h over the 
next two days on this important subject. It vlU surely produce good, 
results — if only to aiake e ve r y o n e, on both the Government and Industry 
aides, more preelsely avare of the ground rules. 
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k- 

structions under (41)(b)(i) and take action directed by the 
contracting officer under (41)(b)(ii), Any problem in this 
respect can be avoided by revising ASPR 15-205 (41) (b)(ii) to 
read: ..... 



*'(ii) takes all action directed by the contracting 
officer arising out of (b)(i) above or an 
independent decision of the Government as to 
the existence of a claim of illegality or 
erroneous assessment, including cooperation 
with and for the benefit of the Government 
to (A) determine the legality of such assess- 
ment or, (B) secure a refund of such taxes." 


h.-. 

-%■ 

^ ■ 

Meritt H, Steger l>. 

Deputy General Counsel 


cc: Mr. W. H. Moore 

Mr. Harry R. Van Cleve 
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to Stand 
ictor Ad 


, Bj L.'EDGAB'.PRiNA' ' 

- SUr staff Writer , ♦ 

The Pentagon Will stand fast on its policy of allowing de- 
fense*' : contractors to charge the. Government for company 
advertisements in trade and technical joumald. 

pifg was disclosed by Defense Department officials when 
^ wked yesterday whether any changes in the Armed Services 
'f Regulation were contemplated in the wake of 

: President Eisenhower's blast at I : 

. ITK ^ by the Federal 

President' has been de- Treasury, and you know where 
. scribect^as primarUy disturbed the Treasury gets its money— 
over ads taken . by the weapons from you and me and every 
■- makers in:; newspapers and other taxpayer'" 

: other media : which are ob- iv>rr 

• ylously Intended to influence ® member 

military decisions; Defense Appro- 

TtiA j prlatlons Subcommittee, said 

weapons ads "create the 
was wron? impression because the 

nowrt^h)^ manufacturers tend to magnify 

“ it- ^d their accomplishments.” Then 

while; the Pentagon was draft- he added" ' 

; ing a new air defense plan and 

■; Congress was considering funds "Most Disgusting’*' 

■?for Bomarc and the Army’s <. 0 ,,* ly,^ 

■ rival Hercules weapon. fv, 4 « most disgusting 

• thing to me Is the tremendous ^ 

■ . Taxpayer Pays : number of ads these companies ' 

■ nofSS j 

advertising, such as the Boeing k.*®. Congressman* asserted i 

• ad. aa a direct contract cost, policies of i 

some members of Congress are , aefense contractors were, ] 
convinced that the taxpayer, in L* effect, helping to finance i 
the end. foots the bill — or most fights over weap- 

■ of' It^Just as he does in the and missions.. 

• trade and technical journal ads. There is no doubt tliat the * 
They , say "^thit the entire: ad- Air Porqe Association; Assoola- 
vertising and pubUc relation tion of the United States Army 
programs of the big defense In- [ and Navy League monthly pub- - 
dustries need examination,.^ lications obtain much of their 

What the Pentagon does per- k®^®™® ftom weapons manu- 
mit is stated in a key provision ads,. These publlca- _ 

of its Procurement Rcgulationj of course, are sounding 
Section 15-204 O. Headed ‘‘Ex- °®arda for individual . service 
amples of Items of Allowable I 

Costs” it reads: Other sources say that con- 

‘^Advertising in* tr^e and ®®^ White House comes 
technicaLi; Journals, . provided ^^® f®®iliiff that the public 
such advening does not offer P®y® for the larger - 

• sptofir products for sale ^ but r®®^® advertising and public 

is plac^ fbr the purpose of campaigns of the 

off ering ; financial ; support' to F^®^^ ^iofonse industries and — 
journals which are valuable for ^®^ ^ some cases these 

thi&f (toeminatlon of technical r.^PAIgns ®^® <iirected at over^ 
information Within the con- decisions of officials in _ 

tractor's* industry." F^® Executive Branch and Con- 

-The regulation does not de- ®^®“ ®^® PaW by the 

flne“trade and technical jour- ^ make these decisions, 
nals” but. one official said the b,- ^ ““ 

Penta^n approves as "aUow- ‘ ^ vontractors . 

able costs” only those adver-[ ' cf ^lic controversial ads • 
tlsements' placed in nonprofit ®^® pl&ced by aircraft com- 
publications. Panies, which are the prime ' 

A., ‘ ®®“<=ractors for the big missile 

. Helped Wanted Ads pro^ams. When it is con- — 

The Pentagon also allows ®^^®/®^ ^l^at the aircraft ini j 
^help wanted” ads as defense ^^® largest in the couh^ ^ 

contract costs no matter what ^®fnis of labor force 

— -w- ..... .. — . and- dnllacL.voIumA^nf-Ku*itigiR^! 


Fast 

Policy 


really engaged in this activity. 
The others are registered “just ' 
• to be safe.” 

^ The records filed with Con- 
gress would indicate that even 
Mr. Mosier does little lobbying. 

; He reported expenditmes of 
: only $1,159.05 In 1955 and a 
salary^of $16,224. 

^ Congressmen concerned with ' 
tightening lobbying regulations i 
; — Senator Kennedy, Democrat 1 
of Massachusetts, for one — are 1 
known to feel that many or- i 
ganizations have turned- their 
real efforts at infiuencing leg- j 
islatlon on officials of the Exec- 1 
utive Branch. The* reason ^ 
given: Much legislation ac- * 
tually ia proposed to Congress ^ 
by the Executive Branch and I 
there are no regulations gov- J 
eming “lobbylng”= in that area. | 
This matter may very well i 
be explored by a House. Armed j 
Services Subcommittee headed / 
by Representative Hebert, i 
Democrat’ of Louisiana;- when ^ 
it holds hearings on the ccfi- ^ 
troversial problem- of the et- H 
ployment of retired Army,, lir I 
Force and Navy officers la l- 
fense industries.* ^ I 



LATEST ALLES SMYTHE AETICLB - COKTRACT COST ERIHCIPLES 
NY HERALD TRIBUHE 9/29/59 


Assertion: Cost Principles ' *may ** be soon published. 

E\raluatlon: True. 

Assertion: Nev rules will affect $l4 billion per year in new procurement. 

STalvtatlon: l^rue. 

Assertion: $26 bilUon in outstanding contracts would be ansnded to include 

the new "liberalized” rides. 


Evraluatlom Our party line is that the new rules are not a more liberal set 
than existing principles and practices. Provision is for 
applyl^ the principles to existing procurement for a "consider- 
ation. We don't know wherein, however, the "consideration" 
will be found. 


Assertion: 

^^ali 


Luatlon: 


Publication is e:{pected about 15 October. 
Substantially accurate. 


Assertion: Effective date 1 January i960. 

Evaluation: Actual outside effective date 1 July i960. 


Assertion: Ihere were historical difficulties with Congress and Industry but 

latest draft has been "screened from trade and congressional groins 

Evaluation: Ohe latest drafts have been carefully guarded. 

Assertion: Industry still opposed since not sufficiently generous. 

Evaluation: ^^at Judgment is that Industry will not seriously oppose the 


Assertion: Requires changes in contractors' accounting systems. 

^praluatlom Our party line is that this is not true to any significant extent. 

0 



V 




ssertion: AIA prefers the status quo to the new "conqoletely revised" set. 

Evaluationi This is the historical AJA position. 




Assertion: Some trade groiq> officials estimate increases at "only several 

million dollars” which they believe insufficient. . 

Evaluation; See above re party line vs generosity of the new set. 

i 

Assertion: Small businessmen believe the new set will "only confuse and 

not help." 

Evaluation; If true, this is news to us. 

Assertion: Main increases are (l) general research, (2) executive benefits, 

overtime, and administrative e:q)enses. 

Evaluation: General research may be Increased; executive benefits shall not 

be different than PEESEHT practices; overtime and "administrative 
practices" should be about the same as current practices. 
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New Lontract Cost Rules^ 
Likely To Get Approval 


( By Allen M..Smythe 

After six years of effort, top 
procurement officials of the 
Pentagon* may be on the point 
of revising their contract cost 
allowance rules, by far the most 
important defense fiscal regu- 
lations. The new proposed rules 
will affect an annual expendi- 
tures of $14,000,000,000 in new 
negotiated contracts for mili- 
tary hardware. More than $26.- 
000.000,000 in outstanding ad- 
tive contracts would be amended 
to include these new liberalized 
rules and thus standardize the 
defense accounting system. 

The final July 26 draft of 
these cost principles are await- 
ing approval by Assistant Sec- , 
retary of Defense E. Perkins' 
McGuire, who has Just returned | 
from vacation. They will then ] 
go to Secretary of Defense Neil i 
H. McElroy for an expected ; 
routine indorsement and then i 
[be printed in the Federal Reg- 
ister. This procedure could be t 
completed by Oct. 15. 1959. Ef- ^ 
fectlve date would be Jan.^ 1, l 
I960. t 

Several times before ■ In the 1 
last few years new -cost rules r 
have come near to official ap- ^ 
proval but have been held up I 
at the last minute by. vigorous e 
business or Congressional: c 

position. However* the final fa 
I July 26 draft 1^ beeii barefuUy h 


screened from trade and Con- 
gressional groups. Only twenty 
^ keyed copies vwere, made and 
® these are carefully guarded.' * 
Although increases are al- 
lowed to defense contractors in 
a number of cost items, the de- 
" fense industry is generally op- 
s posed to the new rule.= Main 
" complaint Is that the increases 
^ are not great enough to offset 
• the cost and inconvenience of 
” changing the accounting sys- 
" terns to fit the new rules^ ' 

} . Robert W. McMillan, top 
I legal official of the aviation ih- 
‘ dustry trader group, the* Aero^ 

, space Industries : Association, 

■ said,. “ApparenUy the . final I 
draft is a compromise of varl- ; 

‘ ous viewpoints in the Pentagon 
' The present rules are workable 
and in general industry would 
prefer them with some changes 
in the most controversial items 
rather than a completely re- 
vised" set."* 

Other trade group officials 
thought the increases granted 
would amount to “only several 
hundred million dollars** and 
that this was not sufficient. Of- 
ficials representing small- busi- 
new thought the new rules 
wduld only confuse and not 
help their members. Main in- 
creases granted are in the items 
or gedkral research, executive 
benefltj^ overtime*, and admin- 
istrative expenses* ^ 
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major areas of difference between the "NEW" AND 
"OLD" COST PRINCIPLES AND PROCEDURES APPLICABLE TO 
CONTRACTS WITH COMMERCIAL ORGANIZATIONS 
Expiration Date: 30 June 1961 

1. PURPOSE 

This bulletin hlghllg^its for the attention of auditors certain of the major areas of 
difference between the contract cost principles set forth In ASPR Section XV Part 1, 

2 and 6, ASPR Revision No. 50 dated 2 November 1959 and those principles In the 
previous edition of ASPR Section XV dealing with corresponding matters. These major 
differences relate, for the most part, to the applicability of the principles, and to the 
treatment of certain Items of cost under supply and research contracts with commercial 
organizations. For the purpose of Identification, the revised cost principles contained 
in ASPR Section XV, Parts 1, 2 and 6, Revision No. 50, will be referred to as the "new 
principles". The edition of ASPR Section XV dated prior to 2 November 1959 will be 
referred to as the "old principles". With minor exception the new principles become 
fully effective for all applicable -type contracts Issued after 1 July 1960. The Information 
contained in this bulletin Is not intended as a substitute for a thorough reading and 
understanding of the new principles by each auditor. 

2. APPLICABILITY OF THE NEW PRINCIPLES 

a. General 

The new principles represent the Introduction of a comprehensive set of 
contract cost principles and procedures which are applicable for use under both 
fixed-price type contracts and cost-reimbursement type contracts for supply and research 
with commercial organizations. In accordance with the Implementation referred to 
In paragraph 3 below, the new principles will ultimately supersede both the old 
principles prescribed for use in determining relmburseable costs under cost-reim- 
bursement type contracts and the separate set of cost principles previously applicable 
to termination settlements (ASPR Section VIII). 

b, Cost-Reimbursement Type Contracts . 

The applicability and use of a definitive set of cost principles for cost- 
reimbursement type contracts does not represent any change from that previously 
In effect; The new principles are prescribed to be Incorporated by reference hi all 
cost-reimbursement type contracts for supplies and research with commercial 
organizations. They serve as the basis for (1) the determination of relmburseable 
cost^ under such contracts and cost-reimbursement type subcontracts thereunder; 






% 


(2) tlic aetotuUOT o( fmul overhead rates under ASPR 3-700; (3) the determtnatlon 
ot costs of terminated cost-rolmhursoment typo contracts where the contractor elects 
to voucher out its costs or where settlement Is made by determination; and (4) the 
determ nation of relmburseable costs under the cost-reimbursement portion of «me 
and material contracts. 
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c. Negotiated Fixed-Price Type Contracts 


No definitive set of cost principles was previously available for the evalua,r„ 

T pricing of negotiated flred-prlce type contracif ml" 

app icablllty and use of a definitive set of cost principles for negotlared fired rel« ' 

c^r I r represents a s “l,T«„t 

t^SpTwlarfd'hr >"«rporated In flre^prlce c^S 

^rsuant to ASPR XV Part 6 however, the principles are prescribed for use as a 

by contracting officers In the evaluation of cost data In connectlo^ ll^Ae 

fixed price type contracts when costs are to be considprF>H fn*r r ^ 

a fa^ and reasonable price. Under such clrcumstanc^rthfe ct^tu Is 

^te^made In conjunction with other pertinent considerations as set forth In ASPR in 




n 


d. Negotiated Settlements of Terminated Contracts 


of the Government where settlement Is made by negotiation. convenience 

3. IMPLEMENTATION OF THE NEW PRINCIPLES 


Memorandum dated 10 February 1960 from the Assistant Secretary of 
Mlllm^ Logistics) to the corresponding Assistant Secretaries of the 

In f provides guidelines for the Implementation of the new principles 

areas of (a) existing and new cost-reimbursement type contracts and fixed-price 
^ contracts; (b terminated contracts; (c) cost-reimbursement type subcon^S:ts 

r* Implementing Instructions have been Issued by 

the three military departments. (See USAAA Bulletin 316-6 dated 17 February 1960^ 


EXPANDED COVERAGE OF THE NEW PRINCIPLES 


allocahlll J^n°“ '“““I" “y definitions of reasonableness or 

Mr™t l-rlodslr abating 

cosre fnrt mm;. extensive treatment Is also given to the general subject of dlrec? 
Indirect costs. The Importance of advance understandings between the 
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1 rnni-rnctipr officcr oti particular cost Items prior to award continues to 
contractor an avoiding possible subsequent disallowances and disputes 

»..o= 3 L'^aso„ubicnoss o. aUocubm.y n,ay dtmcuU to 

determine. 


. Individual Items of cost were listed In the old principles only as allowable 
linkable Expanded coverage Is accorded In the new principles to definitions 
of Individual item^ cost and to explanations of the criteria and special tests for 
determining their allowability. 


5. 


difference in treatment of individual cost items 


Some of the major differences between the new and the old principles In the 
treatment of Individual cost Items are set forth below; 


a. Advertising Costs 


With the exception of the Items enumerated below the basic treatment to be 
accorded to advertising costs Is essentially the same under the new and old principles. 

In providing for the allowability of advertising In trade and technical Journals the old 
principles required that such advertising be placed for the purposes of offering financial 
support to such journals. The old principles also did not specifically provide that 
advertisements which offered specific services for sale were unallowable. In contrast 
thereto, the new principles (a) do not require that advertisements In trade and technical 
journals be placed for the purposes of offering financial support; and (b) provide that 
advertisements which offer specific services for sale are unallowable. The new 
principles also (a) define the term ’’advertising media;’; (b) describe the conditions 
under which costs of exhibits are allowable; and (c) specify that advertising Is allowable 
when placed for the exclusive purpose of obtaining scarce materials, plant or equipment, 
or disposing of scrap or surplus materials In connection with the contract. 


b. Compensation 



This Item receives detailed coverage In the new principles, not only as 
concerns the various forms of compensation which may be encountered but ^^o as 
concerns, specific criteria and tests of allowability to be- appl ed to the 
of comperisatloii and to the Individual forms thereof. Of particular ^ 

treatment in the new principles accorded to (1) compensation of 
corporations, partners, sole proprietors, etc. , (2) Incentive compensatlOT for 
ment employees, and (3) the unallowability of the cost of stock options. These Items 
were either not covered In the old principles or were referred to n ar 

subject affecting costs which may require special consideration. 

Under the new principles, compensation for personal services m^ 

In any form whatever. Except as otherwise specifically provided In ASPR 1 » » 

such costs (compensation) are allowable to the extent that the total compensation o an 
Individual employee Is reasonable for the services rendered and Is not In excess of 
those costs which are allowable by the Internal Revenue Code and regulations thereun er 
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Thus, compensation paid In the form of profit-sharing plans Is allowable If 
It meets the above general criteria and any other criteria specifically applicable per 
ASPR 15-205.6. 


c. Depreciation 


The computation of the allowable cost of "normal depreciation" and "tnje 
depreciation" under the new principles represents essentially the same considerations 
which were applicable under the old principles and the Interpretation thereof In ASPR 
15-602. Use or rental charge for fully depreciated facilities was set forth In the old 
principles as an Item requiring special consideration. The more definitive coverage 
for rental or use charges under the new principles provides that a reasonable use 
charge for fully depreciated facilities may be agreed upon or allowed provided a sub- 
stantial portion of the depreciation previously recovered was not recovered on a basis 
that represented, In effect, a charge against Government contracts and subcontracts. 


Interest and Other Financial Costs 


Contrary to the general rule set forth In the old and new principles regarding 
the unallowablllty of Interest expense, Interest expense was previously allowable under 
contract termination settlements made pursuant to ASPR Section VIII. Interest expense 
Is unallowable under contract termination settlements made under the new principles. 

The new principles also definitively specify as unallowable certain financial costs In 
connection with financing operations which ’vere previously stated to be unallowable In 
broad general terms. Interest which Is assessed by state or local taxing authorities as 
a result of the non-payment or lack of timely payment of taxes under the special situations 
set forth In ASPR 15-205. 41(b) and (c) Is allowable under the new principles. 


e. Losses on Other Contracts 


This Item Is unallowable under the old principles and continues to be 
unallowable under the new principles. The new principles specifically designate a 
contractor’s contributed portion under a cost- sharing contract as an unallowable Item 
within the definition of "losses on other contracts". 


Material Costs 


In the old principles, Inter and Intracompany transactions were listed In 
Part 5 as an example of subjects affecting cost which may require spci'lal consideration 
The new principles provide that charges for materials, services, and supplies sold 
or transferred between plants, divisions or organizations under a common control are 
allowable to the extent of the lower of cost to the transferor or current market price. 
However, a departure from this basis Is permitted under the conditions set fortli In 
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subparagraph 15-205. 22(e) for Items regularly manufactured sold by the contractor 
through commercial channels. The new principles specifically provide that where the 
contractor can demonstrate that the failure to take cash discounts was due to reasonable 
circumstances, such discounts need not be credited to allowable costs. 

g. Precontract Costs 

Precontract costs, are specifically made allowable under the new principles 
to the extent such costs would have been allowable if Incurred after the date of the contract. 
By a cross reference to paragraph 15-107, however, it is stated that an advance agreement 
with respect to these costs would be particularly desirable. Coverage in the old principles 
was limited to a reference to this item In Part 5 thereof as a subject affecting costs which 
may require special consideration. 

h. Professional Service Costs Legal, Accounting, Engineering and Other 

This paragraph Includes certain criteria to be considered in determining the 
allowability of these costs In any particular case. Retainer fees are specifically desig- 
nated as allowable but such fees must be reasonably supported by evidence of bona fide 
services which are either rendered or available. Paragraph 15-204(1) of the old princi- 
ples was so worded as to create a doubt whether allowable costs for professional services 
could Include those services which were available In addition to those actually rendered. 

1. Rental Costs ; r 

No specific coverage of this Item was contained In the old principles. Coverage 
In the new principles Is now broken down into four major categories: (1) rental costs In 
general; (ll) charges In the nature of rent between plants, divisions, or organizations 
under common control; (III) rental costs specified In sale and leaseback agreements; and 
(Iv) rental costs under unexplred leases in connection with terminations as covered in 
ASPR 15-205. 42(e). Guidelines with respect to the extent of allowability of rental costs 
are set forth for each category. 

j. Research and Development Costs 

The treatment of the cost of research and development activities represents 
one of the principal changes In the new principles. The old principles provided for the 
allowance of the cost of research and development specifically applicable to the supplies 
■ >T services covered by the contract. General; research was listed as an unallowable 
co r unless specifically provided for elsewhere in the contract. 

Under the new principles, the terms research, (which comprises basic and 
applied research), and development are separately defined for the purpose of cost 
allowability. As part of the definition research and development activities are further 
categorized as either (1) Independent or (2) as sponsored by a contract, grant, or other 


arrangement. The costs Incurred for Independent research and Independent development 
are-allowable as Indirect costs In accordance with the separate conditions and allocation^ 
bases set forth In subparagraphs (d) and (e) respectively of ASPR 15-205.35. 

The remaining subparagraphs of ASPR 15-205. 35 discuss (1) the treatment of 
indirect and administrative costs applicable to Independent research and development; 

(2) the unallowablllty of research and development costs Incurred In prior periods except 
where allowable as precontract costs; (3) the criteria for determining the overall 
reasonableness of the contractor’s research and development program; and (4) the 
approaches which may be followed where It Is desirable that the Government bear less 
than an allocable share of the total cost of the contractor's Independent research and 
development program. 

k. Selling Costs 

Although the old principles appeared to Indicate under ASPR 15-203(b) that 
reasonable and properly allocated selling and distribution expenses are an allowable 
cost, the specific listing of "selling and distribution activities not related to the contract 
products" and "commissions and bonuses In connection with obtaining or negotiating for 
a Government contract" as unallowable costs under ASPR 15-205 tended to result In 
some difficulty In determining the allowability of this Item of cost. The new principles | 
deflne selling costs and state that selling costs are allowable to the extent they are ' 
reasonable and allocable to Government business In light of the reasonable benefit to 
the Government from the technical, consulting, demonstration, and other services relate 
to application or adaptation of the contractor's products to Government use. Not with- 
standing the latter statement, salesmen's or agents' compensation , fees, commissions, 
etc. , are allowable only when paid to bona fide employees or bona fide established 
commercial or selling agencies. 

l. Severance Pay 

The new principles make a distinction between normal turnover severance 
payments to employees v4io leave or are dismissed on an Individual basis and abnormal 
or mass severance payments made by reason of the cessation of operations or plant 
closures. Normal turnover severance pay Is allowable on an actual payment basis 
or reasonable accrual basis where It Is required by law, agreement, established policy 
of the Contractor that constitutes In effect an Implied agreement, or by the circumstances 
of the particular employment. Such pay must be allocated to all work performed In the 
contractor's plant. Accruals for mass severance pay are unallowable because of the 
conjectural nature of this Item. The new principles provide that the allowability of mass 
severance payments will be considered, hpwever, on a case by case basis In the event 
of occurrence. The old principles briefly mentioned severance pay as an allowable cost. 
Recommended disallowances of accruals for mass severance pay under the old principles 
were based on the Inability to determine the reasonableness of the amounts accrued. 


m. Termination Costs 


As stated in paragraph 2 of this bulletin, the new principles apply to both 
advertised and negotiated cost -reimbursement type and fixed-priced type contracts 
terminated for the convenience of the Government. The separate set of cost princi- 
ples set forth in ASPR Section VIII for terminated contracts is therefore not effective 
with respect to those contracts to which the new cost principles apply. To cover the 
special considerations Involved In terminations, such as treatment of common cost 
items, initial costs, settlement expenses, etc, , a separate paragraph 15-205. 42 
entitled 'Termination Costs" has been included in the new principles to indicate the 
extent of allowability of these items. The prior provisions in ASPR Section VIII with 
respect to the treatment of Interest expense and product advertising as allowable 
costs of terminated contracts have been eliminated from the new principles. 

n. Training and Educational Costs 

.The brief mention of training of personnel as an example of allowable 
costs under the old pidnclples has been replaced by an expanded statement to clarify 
any questions regarding the allowability of training and educational costs paid to outside 
institutions, to company training personnel, or to employees receiving the training.. 

The new principles set forth the specific items of allowable costs applicable to 
(1) training and educational activities designed to Increase the vocational effectiveness of 
bona fide employees; and (2) part-time education, at an undergraduate or post-graduate 
college level, related to the job requirements of bona fide employees. Excluded 
from allowable costs are (1) grants, scholarships and fellowships, donations of 
facilities or other properties to educational Institutions, (ASPR 15-205. 44(e)); (2) straight 
time compensation for part-time education during working hours which is in excess 
of 156 hours per year per employee, (ASPR 15-205. 44(b)(v) ). With respect to full- 
time undergraduate and post-graduate college education, the new principles provide 
only for the allowability of certain costs in connection with full-time scientific and 
engineering education at a post -graduate level not normally exceeding one year, 

6. CROSS REFERENCE INDEX TO THE NEW AND OLD PRINCIPLES 


The attached Appendix A sets forth selected costs and the corresponding 
paragraph references covering the treatment of these items in the hew and old principles. 
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CROSS REFER3NCE TABIJ3 OF SELECTED COSTS IN NEV: iM'ID OLD 
* ^ ' SECTION XV, ASI^U 


New Old 


Cost Item 

Section XV 
Paragraph 

Section XV 
Paragranh 

Advertising Costs 

15 - 20^.1 

l 5 - 20 U(a)(r) 

l 5 - 205 (a) 

Bad Debts 

15 - 205.2 

l 5 - 205 (c) 

Bidding Costs 

15-205.3 

- 

Bonding Costs 

I5-205.U 

l 5 - 20 U(b) 

Civil Defense Costs 

15-205.5 

- ■' j 

Conroensatlon for Personal Services 

15-205.6 - 

15 - 202.2 

i 5 - 20 U(p)(t)(x) 

l 5 - 20 U(e)(c) 

15-601; 15-603 

15-502 (u) 

Contingencies 

15-205.7 

l 5 - 205 (e) 

Contributions and Donations 

15-205.8 

l 5 - 205 (f) 

Depreciation 

■ 15-205.9 

l 5 - 20 U(d) 

l 5 - 205 (b)(o) 

15-502 (k) 
15-602 

Dividends 

1 . . 

< 

- 

i 5 - 205 (g) 

Efoplovee l^orale, Health, and Welfare 
Cocts and Credits 

15-205.10 

l 5 - 20 li(g) 

* 

Entertainment Costs 

15-205.11 

l5-205(h) 

Excess Facility Costs 

15-205.12 

15-205(0) 

Fines and Penalties 

15-205.13 

- 

Food Service and Dormitory Costs and Credits 

I5-205.II4 

15-502 (g) 

15-502 (q) 


APPErto ^^ 


a 




CROSS RSFaREMCa TABLE OF SlilLEGTED CX3ST3 IN HEV/ AlfD OLD 
^ ticIGTION XV, ASPR 


Cost Item 

Termination Costs 


Trade, Business, Technical and Professional 
Activity Costs 


Training and Educational Costs 
Transportation Costs 
Travel Costs 


New 

Section XV 
Paragraph 

Old 

Section 

Paragraph 

15-20$. U2 

ASPR Sec. Htt 
15-502 (r) 

15-205. U3 

15-20U(1) 

15-205.10; 

l5-2Cii(r) 

15-205. U5 

l5-20U(f) 

15-205. U6 

l5-20U(w) ? 

15-502(0) • . 
15-502 (t) 

r 


i 


m 


’ f: 
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CROSS REFERENCE TABIE OF SELECTED COSTS IN NTii; Al'ID OT.n 

SECTION XV/ ASPR ^ 


» 

Cost Item 

Pension Plans 

Plant Protection Costs 


Plant Reconversion Costs 
Precontract Costs 


Professional Service Costs - Legal, Accounting, 
Engineering and Other 




Profits and Losses on Disposition of Plant, 
Equipment, or Other Capital Assets 


Recruiting Costs 

Rental Costs (Including Sales and Leaseback of 
Facilities) 


Research and Development Costs 


Royalties and Other Costs for Use of Patents 


Soiling Costs 

Service and Warranty Costs 
Severance Pay 
Special Tooling Costs 



New 

Section XV 
Paraf'raph 

Old 

Section XV 
ParaKraoIi 

15-205.27 

15-601 

15-205.28 

l5-20i|(q) 
l5-502(n) . 

15-205.29 

15-502(1) 

15-205.30 

l5-502(a) 

15-205.31 

l5-20ii(l) 

15-205(1) 

15-205.32 

l5-205(m) 

15-205.33 

l5-20U(r) 

15-205. 3U 

- 

15-205.35 

l5-20U(s) 

■ 15-205(0) 

l5-502(m) 

15-205.36 

I5-20UC0) 

15-502(1) 

15-205.37 

l5-205(d)(q) 

15-205.38 

- 

15-205.39 

l5-20U(x) 

15-205. Uo 

15-2 oil (h) 
15-502 (s) 

15-205. Itl V 

l5-20l|(v) 

15-205(1) 

l5-205(r) 



ENCLOSURE (1) NAVCOMPTNOTE 12410 

19 Jia 1960 

COMPTROLLER OF THE NAVY 

CHANGES IN TEST OF NAVY CONTRACT AUDITOES COURSE 
IN CONTRACT COST PRIWCTPLIR 

FQREMORD 

1* R fim ove the word ’’and** Yron line 8 oY paragraph X« 

2. Delete p^agraph HI, 

Section I-B. page ^ 

Item lil,A,l, - Change (15-201,9) to (15-205,9) 

Section I-»d« page g 

It^ I1I,C, - Delete and substitute the folloxdng: 

In the absence of ad7ance understandings ^ It Is the auditor’s • 
responsibility to make a detezmlnatlon of the allowability on 
the basis of Information available. Where a contractor contends 
there was an advance underst anding but presents no evidence In 
support; thereof « the matter generally should he referred to the 
Contracting Officer via appropriate channels. 

Section I-D. ASPR 15-20 j,7 thru 15-2Q5H5, page 2 

Paragra ph 15-205,7 Contingencies 

Change paragrajdx V to read; 

"A -proposed cost based upon contingent events which cannot be • 
measured within reasonable limits of accuracy should not be 
considered In the evaluation of bid price," 

Sect ion- T-n. -AW 1«;>20 5.7 thru 15-205.15, page lA 

Paragraph 15-205*14 Food Service and Dormitory Costa and Credits 

Item H,A, - Change 15-5,02.14 to 15-205,14 

Sgstlop_I-D, ASPR 15-205. l6_thPA 15^205^5, page 12 

Paragraph 15-205 ^2*^ Org ani zation Coats 

Item III, A, 2, line 4 - Change "^allowable" to "allowable" 


ENCIOSURE (1) 


NAVCOMPTNOTE 1241c 
19 Jul 1960 

Section 4 

Item I«c« (4) (b) - Change "Sale 'V to "Sole" . 

Section I-F« page 1 

J40oe a new item IH as follows: 

XU. Situation in respect to subcontracts 
Make the following changes in the present item numbers: 
in to 17, 17 to V, V to VI' 

Section II-G. page 15. ajxt h line from ton of page 
Delete the following words: 

"and buildings” 

Section II-C« page ^7 

Item (b)(i) - Change "10/12" to "50/52" 

Sestlon. II-D. 4SPR 15.30 7^ (n) thru 15r307.3 (bb). page 2 
Paragraph 15»307.3(s) Material 
Item n, - Change "(il)" to "(iil)" 

Section n-D^4SPR 15.30 7,3 fn) thru 15-3Q7.3 (bb), page 3 

Item I» under Other Business Expense - In line 2 change "3" to "2" 
gSStjfip IlrD. ASPR 15-307.3(n) thin 1^ 307.3 fbb). page 5 
ParagraTa h 15-307 M Pension Plan Costs 
Item I7,A«2«a, - Delete this item in its entirety 


ENCLOSURE (2) NAVCOMPTNOTE 1 ^ 4-1 r> 

19 Jul I960 

COMPTROLLER OF THE NAVI 
QUESTIONS 4ND MSUERS IN 
TRAINING CONFERENCE HELD 16-20 MAT I960 
RE CONTRACT COST PRINCIPLES, ASPR 
SECTION X7, PARTS 1, 2, 3 iCTD 6 

Section I- A - Introduction - Mr« Cook 

Q* Will the coordination of future cost Interpretations Involve both the 
audit and procurement pexsoxmel of the three Services or will It be re- 
stricted to personnel on the audit side? 

A. The precise mechanism vhlch vUl be set up In DOD for cost Interpre- 
tation development Is not presently knovm* However, since we are dealing 
with a proctirement regulation, there would noznally be some procurement 
representation. At the present time there Is one cost Interpretation in 
preparation by an ^PR Subcommittee, The procedure followed In this one 
case may serve as a guide for the future. This £SPR Subcommittee includes 
both procurement and audit representatives, 

Q, Is the Navy's Contract Auditors' Handbook applicable to the new 
principles? 

A, The statements as to the trea'bnent to be accorded specific items of 
cost now In Chapter II, Section 4 of the Navy Contract Auditors' Handbook 
do not apply to the new cost principles. They apply only to the old 
principles. Consideration will be given to incorporating a statement to 
this effect In an early change to the Handbook, 

Q, Will the Navy Area Audit Offices as a group receive information as a 
result of individual cost Interpretations made within the Navy? 

A, It Is not expected that each individual cost interpretation Issued 
on a specific case basis will be disseminated to all Navy Area Audit 
Offices, If this were to be done. It could be regarded as a semi- 
official or perhaps an official Interpretation and implementation of 
the principles and, under those circumstances, would have to be cleared 
with DOD, It could very well be that the answer In a particular case 
might warrant consideration for general publication. In such an instance 
the matter will be brought to the attention of DOD for possible develop- 
ment of an official cost Interpretation, If a question arises which 
appears to be extremely liportant and of widespread Interest, It might 
be possible to get DOD permission to publish the answer on an interim 
basis but with the thought in mind that It would either be adopted as 
an official Interpretation or dropped as not having broad enough 
applicability. 
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NAVCOMPTNOTE 12410 • ENCLOSURE C 

19 Jvl I960 

Q* How will cost Intexpretations be published? 

A« Cost inteipretations nay be published as a separate part of 
Section although no final decision on this question has been reached 
as yet. This has some troublesome aspects. Contracts are generally 
written to provide that costs shall be determined in accordance with 
a specific part or parts of Section XV as in effect on the date of the 
contract. Cost interpretations if included in another part of Section XV 
would have to be so worded as to indicate that they are nothing more 
than clarification or application of the test of reasonableness or 
allocability so that they in themselves will not be construed as having 
effective sepaurate dates of their own. Any other course would present 
a very complicated contract referencing problem later on. 
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ENCLOSURE (^) 


NAVCOMPTNOTE 
19 Jul I960 




m 



Q, Can any consideration be given to any understandings reached prior 
to execution of a contract bub which are not written into the contract? 


A. Such an understanding takes on the complexion of an agreement or a 
contract and it is believed that it should not be ignored even though 
not written in the contract* If the understanding represents an 
inequitable arrangement, it would be advisable to alert the negotiator 
to the fact so that he will be careful about reaching such ah undea> 
standing on other contracts* 
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NAVCOMPTNOTE 
19 Jul I960 


EIICLOStFE (2‘) 


SfiS . ^Aott I-D - no a. t , Ite a a - }fix . ffnt,t,ft nherg - asfr is~ 2q^.i 

25~205.6. 


Advertising 


Q. Does the ASPR Subcoonittee which is considering the cost principle 
concerning advertising in trade and technical journals Intend to come up 
with an acceptable list of trade and technical journals? 

A. The answer is no. To put out such a list would create a storm of 
protest. Those companies who publish journals whose names would not be 
on the list might say that they were being discriminated against 
there could arise many more problems than are already present. 


Q, Can those advertisements which have just the two words ”Help Wanted” 
in small letters in one comer of the advertisement be considered as 
falling in the categoiy of Help Wanted Advertising? 

A, This is an old device adopted b7 some coa^anles in an attempt to get ^ 
their advertising considered allowable. As a generalization the al-' 
lowability in full of advertisements of this Mrd as Help Wanted ads - 
because some s mall portion or a minor portion thereof contains the words 
"Help Wanted” does not appear warranted. However, in order to be fair, 
perhaps a reasonable portion of the advertisement should be considered 
as an allowable cost of Help Wanted Advertising or recruitment expense, 

Q, Are not exhibits really for the purpose of promoting sales? 

A, Companies are not altruistic and there usually is a sales motive 
be hin d their exhibits. Whi le there may be some specialized Itnowledge 
which they are attempting to convey in an exhibit, they actually are 
not conveying it for one purpose only. They usually intend to promote 
sales as well as disseminate technical Infoimatlon, As the cost 
principles are now worded, costs of exhibits can be allowed if there la 
no product involved, Howver, there are not many exhibits that can 
coo 5 )letely conceal the product that the company developed, is an 

extremely gray area and not clear-cut. The decision will have to be 
made in the light of the circumstances. 


0, What constitutes a trade or technical journal? 


A, The ASPR Subcommittee is currently attempting to develop some 
gu i d anc e in this area. The guidelines issued may not give the specific 
and correct answer in every case. Dlacretion will have to be used. 


ENCLOSURE (2) 


NATCOMFTIIOTE 12410' 
19 Jill 1960 


Any questions that azdse will have to be considered on a case-b 7 >case 
basis and an attes^t made to cone up vi'Ui the best decision within 
whatever guidelines £ure provided* 

Onatfl 

Q* Should the direct labor of bid and proposal expense go into the 
base for distribution of engineering overhead and then the total bid 
and proposal expense be included as part of G and A for distribution 
to all work? 

A. Direct labor of bid and proposal expense should go in the base for 
distribution of engineezdng overhead and the total of the expenses* 
direct labor> direct matexlal^ plus the allocable engineering overhead- 
should go into an expense pool \diich will distribute the bid and pro- 
posal eoqpense over all work of the contractor. IhdLs does not necessarily 
mean that the bid and proposal costs should be included as a part of 
G and A. If putting such costs in with G and A will accosqplish distri- 
bution to all work of the contractor > then that is all ri^t. However^ - 
contractors sametimes have different bases for distributing G and A 
which night not accoiiq>llsh the result which is desired. Ih that events 
some other base for distribution would have to be used. 

Qa Does not the Kellett Aircraft ASBCA case establish a precedent that 
bid and proposal costs should be distributed only to the work resxiltlng 
therefrom rather than distributed over all work? 

A. TSOf the decision is not considered to be a precedent with respect 
to bid and proposal costs. The Kellett Aircraft case dealt with the 
question of whether or not certain amounts represented a loss under a 
contract and» tixerefore, under the provision of Section X7 of ASFR 
would not be allowable as costs under other contracts. The costs in 
question were not originally Incurred as bid and proposal expense, 
Basicedly the Board ruled that the amount in question was not a loss 
under a contract even though the contractor had. charged the cost to the 
projects under the contract and the costs were Involved in the pei> 
foimance of ^e contract. The Board said that these overruns of costs 
axe similar to bid and proposal expenses that the contractor might have 
Incurred under other projects^ but in the final analysis the Board seemed 
to classify the overruns of cost as tinsponsored research and development 
costs. The Board held that the costs were in connection with and repre- 
sented a proper coat allocation to any contract \diich mi^t involve the 
partictilar product with vdiich the original contract was concerned. 

Under this reasoning the Board pexnitted an allocation of the overrun 
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NAVCOMPTNOTE 
19 Jia I960 


EL'ICLOSURE (2) 


to two contracts which involved the saoe product as that under the con- 
tract on lAich the overrun was incurred but did not allow any part of 
the overrun against a third contract. It is considered that the pro- 
visions of paragraph 15-205.19 of the new principles captioned “losses on 
other contracts” should prevent a decision similar to the Kellett 
decision in the future. 

Q. Has any decision been reached as to the allowability of research and 
development expenses as related to the preparation of a bid and proposal 
particularly in those instances where the Goverronent ha s asked a con> 
tractor to submit a bid? 


A. Ho decision has been reached. However, in making a determination of 
allotfability, there seems to be one factor which must be' taken into 
account. This is whether or not the Government has asked a contractor 
to submit a bid. If a certain amount of Investigation was necessary in 
order to submit the bid in response to the Government's request what 
was undertaken was reasonably necessary in order to submit a proper bid, 
the cost of such investigation should properly be considered as bid and 1 
proposal expenses. Then there is the other situation ^dlere a contractor 
undertakes a research project, develops something he thinks is pretty 
good, and then goes to one of the Services and says, "Here is idiat I've 
developed. Don't you think you could use this?" Ja particular 
ease, there seems to bo some difference in the sequence of events which 
would preclude the cost of investigation from being considered as bid 
and proposal expense. All of the circumstances wo^d have to be examined 
carefully, however, before a proper detexnination could be made. 

Q. Uhat position should be taken in those instances where the Government 
asks a contractor to investigate the feasibility of a certain project or 
program without issuing a contract for such work and the contractor 
spends rather large sums of money pursuant to the request of the 
Government? 


A. Whenever this Involves a substantial aamunt which is clearly identi- 
fiable, it should be watched very carefully because even thmigh the 
Government requests the contractor to do such work, it is questionable 
whether the costs are ewceptable as bid and proposal expense in the 
absence of a specific contract. In these Instances, it is considered 
that the costs should be questioned and advice sought from the 
Inspector or the matter referred to NavCon^. 

Q. Should all research and development costs which are included as part 
of bid and proposal e^ense be referred to the contracting officer? 




EMCLOSUHE (2) 


HAVCOMPTircTE 12410 • 
19 Jul 1960 


A* No, they ehould not. The question to be resolved In this area is 
whether the research and development can properly constitute part of 
bid and proposal costs or is to be considered as research and develop^ 
ment per se. If it is determined that the costs involved fall in the 
latter category, then the cost principles with reference to research and 
development will come into play and not those coat principles ^rtiich have 
reference to bid and proposal expenses. This is proper in the light of 
the position of the auditor whereby under cost-type Navy contracts he is 
responsible for determining costs; whereas, under fixed-price contracts, 
if the auditor cannot make a determination on his own, he recommends 
items for the consideration of the contracting officer, 

Q, Should not Government contracts bo charged only with the bid and 
proposal ^cpenses related to sxich contracts? 

A, This would seem rather difficult because it leaves unresolved the 
question of where to charge unsuccessful bids. It would be possible, of 
course, and proper, too, that if a contractor chose to charge directly 
to contracts the cost of successful bids, he coxild, if he followed the 
proper system, put all laisuccessful bids in overhead for allocation to 
all work. 

Civil. Defense Costa 

Q, The new principles allow the costs of Civil Defense measures for a 
contractor's own premises but do not allow the costs of Civil Defense 
measures for the area in general, Uhy is there this difference? Funda- 
mentally there is no difference in the results to be obtained. 

A, Actually there is a fundamental difference between the two situations, 
Ih the first instance, the contractor has his own property to consider and 
will want to protect that property. This is of direct interest to Mm 
and, of course, is directly related to any work performed in b^fl plant. 

The other situation is of more general Interest for the public welfare. 
Since taxes are ejected to provide for the needs of the public and the 
contractor pays such taxes, any voluntary contribution in this respect 
la considered to be in the natxire of donations or contributions. The 
Federal Government has generally followed a policy of not participating 
under cost-type contracts in the cost of donations, grants and gifts. 

Compensation 

Q, Row do you determine the amount of reversionary credits the 
Government in connection with a contractor's pension pl an contributions 
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NAVCOMPTNOTE 
19 Jul I960 

for tennlnated employees (other than mass tezmlnations)? 

A* Paragraph N2-4.010(f) (5) of NCAH contains infoimatlon in this 
connection. Ordinarily it will not be necessary for the auditor to 
determine an amount due the Government for normal turnover since this 
contingency is generally factored out by the actuaries in determining 
current contributions under the plan or is credited to the next due 
contribution to the plan, 

Q. How long a period of time does the Government have in which to attempt 
to recover any abnormal reversionary credits under a recapture agreement? 

A. With respect to the assignment of credits and refunds under Navy 
coat-type contracts, the answer probably is "indefinitely,” This is to 
say that at any time that it can be determined that the contractor haH 
received a credit to which it is believed that the Government is entitled, 
or a portion thereof, the agreement can be invoked and the contractor 
asked to refund the proper amount to the Government. It is not Vnf>v n to 
vdiat extent if any the statute of limitations applies. A»y question as 
to the time element should be referred to NavGoi]^>t for resolution with 
Counsel. 
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Sagtloii:i-.D - ST?^lfld Cost. Items Mr. Andeyaoa ~ iSPR 15~2Q6.7 thru 


0* May a bontis based bn earnings and detezmined at the end of an 
accovmtlng period be considered in the evaluation of a bid price? 

:: 

A« It vill be observed that the changes to text of Tfi«Tmqi revised this 
item to lead: 

"A proposed cost based upon contingent events which cannot be measured 
within reasonable limits of accuracy should not be considered in the 
evaluation of bid price. " 

It is considered that where a contractor has an established plan or 
I m p l i ed agreement to pay bonuses of this typo and the costs can be esti- 
mated within reasonable limits of accuracy, the contingent cost may be 
considered in the evaluation of a bid price, ^ 

Depreciation 

Q. If a negotiated use charge in connection with facilities, which have 
been fully depreciated and a substantial portion of such depreciation 
was recovered under Government contracts or subcontracts, is agreed to 
in advance and Incorporated in contracts, i^t effect does .flSER 15-205,9 (f) 
have thereon vdilch states that no use charge shall be allowed on this 
type of fully depreciated asset? 

A, The terms of any specific advance agreement or contract term wotild 
be controlling although such action would be contrary to the stated 
principle. Some extenuating circumstance may justify the charge In some 
^ven case, Ih any event, it irould be up to the contracting officer to 
justify the agreement to allow the use charge, 

Q. (a) May a contractor use one of the depreciation methods authorised 
by the Internal Revenue Code for tax purposes and another for costing 
purposes? 

(b) Also, which basis should he keep his books on? 

A, (a) Yes, Although it is necesseury that normal depsreoiation be com* 
puted upon the property cost basis used for Federal Incomo tax purposes, 
it is not mandatory that the same method of confuting depreciation 
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expense be ai^jlcyed for costing and income tax puzposes» The principles 
provide that "Noxnal depreciation • • • la an allowable element of con- 
tract cost; nrovided that the amount thereof is coiq>uteds • • • ly the 
consistent application to the assets concerned of any generally accepted 
accounting method^ and subject to the limitations of the Internal Revenue 
Code of 1954* as amended • • • •" 

(b) As a general proposition the depreciation for costing purposes 
will be that reflected in the general books of accotmt, but the principles 
do not specifically require it* However* if the method of computing 
depreciation for costing purposes differs from that reflected in the 
books* it is considered necessary that a satisfactory memorandum record^ 
capable of being fully srqjported for costing purposes » be maintained^ 

Egeess yaonity Costs 

Q« If 50 per cent of a contractor's equipment is idle* would the idle 
facilities be considered excess facilities? 

A* It is necessary to consider all the facts in a particular situation* 

No categorical answer can be given based on a per cent. To the extent 
all or some portion of the equipment will be needed for foreseeable 
volume of business and other reasonable standby purposes^ the costs of ^ 
it may be allowable. AH other excess equipment costs 
would be unallowable. 
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Section I~D - Coat ^ Tt<?m3,~ Mr. AhwAnn - 15-206.16 thwi 

15 = 2251 ^^ — — 

Ihtereat and Other Plnanoial Costa 

Q* ire costs incident to a stock dividend allowable? 

^ It i® considered that they are normal expenses of dn-f'ng business* 

Material Costa 

0* l3 the term "commercial channels'* to be Interpreted as items for 
conmeiclal end-use as opposed to military end-use as in the past? ^ 

A* It is our view that an item which has military end-use only does not 
meet the test of "sold through commercial channels* " 

Q* If an item is listed in a catalog^ may it be considered as an item 
sold throu^ commercial channels? 

The fact that an item is a catalog item does not necessarily indicate 
its end-use* It could be listed so that other military suppliers would 
know of a source for the item. 

Q. What is the position of NavConpt re off-the-shelf items? 

A* The conclusion has been reached tliat "sold through commercial channels" 
refers to items for commercial end-use and not military products in the 
sense of specialized items. The basic idea or premise on vAich this con- 
cept of acceptance of items "sold through commercial channels" is based 
is that the pidces of the items are controlled or loirered by effective 
coopetitlon for commercial end-use* If Navy contracts are charged at 
prices not in excess of the most favorable prices that may be given to 
canmerclal customers » we don't have to be too concerned about any 
element of profit that m igh t be Included* However, a very large volume 
of this type of transaction would raise some question. ]h such a case, 
it might be well to suggest a special contract provision a pd consideration 
of those items* It is ecxpected that normally the dal I at amount for such 
eommerolal items utilized will be relatively gman with respect to the 
size of the contract and that the acceptance on a commercial price basis 
is more economical and practical than attenpting to determine the actual 
cost* Wa've had such cases in the past in connection with such items 
as lamp bulbs and small electrical motors* Ih. such a case, it might 
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cost three times the price of the bulbs to perform special coat studies 
to determine the actual cost to the company. 3h that type of situation 
the use of the most favored customer basis is obviously preferable, 

Q. If a contractor secured competitive bids on an item to be made 
according to specifications which is not a standard or off-the-shelf 
item and awarded the work to one of his divisions on the basis of low 
bid, what treatment viould be accorded cost Incurred in excess of the bid? 

A. In dete rmining the allowable cost of intra-company purchase of such 
nonstandard items, allowable cost is based on coat to the transferor 
isiless the items are the same or substantially similar to items for 
which prices have been established by other siQ^pliers, In the latter 
case the coat to the transferor or the prices of other suppliers, which- 
ever is lower is allowable. Where the contractor, in connection with an 
item for which established prices do not exist, acted in good faith at 
the outset, secured competitive bids, sincerely analysed then, and con- 
cluded they could do the wcrk cheaper than the other bidders, the fact 
that they subsequently Incurred coats in excess of the other bids would 
not be a good premise for disapproving these excess costs. 

Q. Is the requirement for contracting officer's approval of purchase 
orders applicable to Inter—divisional work (1. e,, work within the same 
con^>any)? Some contracting officers se^ to t.MwV aoi 

A. Whi le each case must be considered on its own mexits, generally the 
answer is "no," 

Q. When a company writes off obsolete stock, is it appropriate for the 
loss to be included in inventory adjustment? 

A. As a generalization, it is not appropriate for Government contracts 
to be charged for losses or share in gains from adjustments on account of 
obsolete stock. 
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Segtlon liJ) - Specif la Coat Items Mr. K uttner - iiSPR 
Plant Protection 

Q» What criteria sho\ild be used in detenalnlng whether the expenses of 
plant protection should be cluurged directly to a contract or a group of 
contracts in lieu of being allocated to all work through overhead? 

A« If a particular contract or a group of contracts have security re- 
(pilrensnts significantly In excess of those of the contractor's T* oTna^T>^r>g 
activities 9 it is only equitable that the contract or contracts necessi- 
tating the Increased expense bear the cost thereof* On the other hand, 
if the contractor's operations are con^letely devoted to the 
effort requiring the security measures, and more especially if the con- 
tracts are mostly of the cost-reimbursable type or are subject to 
repricing, the expense involved in plant protection may be charged to 
overhead, because no practical purpose would be served by atteng)ting a 
precise allocation of the e^qsense* »o hard and fast rule can be formu- 
lated* Whether the costs should be treated as direct or Indirect can 
best be determined by an evaluation of the specifics of the case. 

Precontract Costa 

Q* Situations arise in which a contractor may have to perform work which, 
but for the absence of a contract, would constitute work required under 
the contract just to be able to submit a bid* Should the coats incurred 
in doing this work be considered precontract coats or bid and proposal 
expenses? 

A* Ih a situation of this kind all facts must be considered* Th «» nature 
of the costs and the contractor's normal treatment of l ik a costs will 
have a bearing on the matter* If the costs are in the nature of research 
or investigations to determine whether the pursuit of a certain field of 
endeavor is feasible or has potential for accomplishment, it may well be 
in the area of unsponsored research and development. If it is done so 
that a mea ning ful bid can be presented, althou^ at the request of the 
Government, it normally would be to the contractor's advantage to treat 
it as bid and proposal expense so that it may be recovered in accordance 
with its normal treatment of bid and proposal e^^ense in the event the 
bid is unsuccessful* While there may be instances idiere the formal bid 
or qwtation is submitted after considerable work and negotiations have 
taken place, ordi n a r ily it is believed that precontract costs would be 
costs Incurred after a proposal or bid was received and after there was 
an informal imders tending that a contract would bo awarded* 
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ProfeasJ ^T^al fiA-rnr icea 

Q. Should outside professional services be allowed if a contractor has 
his own staff? Wouldn't this be a duplication of effort? 

A» The key word in this question is "duplication." It may be difficult 
to prove that there is duplication of effort even though it looks as 
though there is. If a contractor has a competent legal staff on his pay- 
roll, care should be exexoised before approving retainers for outside 
legal counsel. However, since there are degrees of specialties involved 
in the legal and accounting professions, it m^ be desirable to have 
available certain talents ^ch would not be present in the contractor's 
own staff. There is no categorical ansirer to the question except to say 
that special care should be exercised to see that, if a contractor does 
retain outside professional help, his own staff is not capable of per- 
forming whatever services might reasonably be expected of the outside 
firms. 

Hental Costs Yl«Glud1n<y ShIa Leaseback of Facmties) ' f 

Q. Assume that a contractor began construction of a building and sold the 
partially completed building with the understanding that it would lease 
the building upon its completion. Would the rentals paid under such a 
lease be treated in the same manner as those under a sale and leaseback 
of a conqaleted facility? 

^ This is also a sale and leaseback. As far as the application of the 
fule contained in ASPR 15-205.34(c) is concerned, it makes no difference 
whether the facility yaa or was not suitable for use ;Aen it was sold. 

The important point is that the contractor bAd title to the property; 
the property was sold and then leased back. 

Q. J£ the sale and leaseback occurred in a period before the contractor 
was engaged in defense work, would there be any difference in the treat- 
ment of the rmtals? 

A. The rule set forth in ASFR 15— 205.34(c) is unequivocal and applies to 
any sale and leaseback regardless of the period in which the transaction 
occurred^ If a contractor is paying rent under a sale and leaseback 
which was consummated 10 years ago, any portion of the rent in excess of 
the normal costs of ownership would not be allowable. This is an item 
for id^ch the contractor should seek an advance understanding if he does 
not want ASPR 15-205.34 (c) to be operative. 
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Q. What treatment will be accorded the rentals paid vinder a sale and 
leaseback If the transaction was undertaken by a predecessor organization, 
which was merged Into or \d.th the contractor? 

A, It Is not possible to give a categorical answer to this question 
because it may involve a study of the manner in which the merger and 
sale and leaseback were accomplished. The term merger is used in some 
states to refer to all types of consolidations » including those where 
a new corporation is brought into existence^ rather than being limited 
to those cases in which one or more corporations become absorbed into 
an existing corporation. The problem may become a legal matter or a 
determination of the primary motivation for the merger, i, e,, wh eth e r 
it was effected for some reason other than avoidance of the cost 
principle here involved. If the auditor is confronted with a problem 
In this connection, it is suggested that all the facts be submitted for 
study by this office and consultation with counsel if deemed appropriate, 

Q, Are the rentals made in connection with agreements which permit them.^ 
to be applied aga in st the purchase price of the asset allowable under thei 
present regulation? 

A, Where it is clearly evident that the transaction is in substance a 
conditional sales contract providing for payment on the installment basis, 
any payment made pursuant to such an agreement is not rent but a portion 
of the cost of acquisition. Hence, the payment is not an allowable cost. 
The asset should be accorded depreciation accounting. The facts re~ 
latlng to all such leases must be carefully considered, 

Q, Would there be any effect upon the allowability of cost if the sale 
and leaseback contained an option permitting the contractor to repurchase 
the facilities after the expiration of a stated period? 

A, Since this situation is only a variant of the more usual form of a 
sale and leaseback, the portion of the ratals not in excess of the cost 
of ownership would be allowable, ISader this interpretation, the con- 
tractor could not be reimbursed by the Government for any portion of the 
rental. >Mch represented consideration for the option. 
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ENCLOSURE 


gflfitlQB I-D." Specific go3lL_Itein3.- Mr. Dat/aon - jjSPR 15-206.3*; thm 


Beaearch and Development 

Q« Would you clarifir the poaition taken with reapect to the significance 
of the last sentence of 4SPR 15-205,35 (e) 7 

A, It is the view of the Office of the Coiqjtroller that the significance 
of the last sentence of JISPR 15-205,35 (e) is that it supports the posi- 
tion that the first sentence permits an allocation of independent develop- 
ment only to Government production contracts and not to Government R&D 
contracts, J£ this were not the case, then the second sentence would be 
unnecessary because the first sentence would then applly not only to a 
contractor engaged only in R&D work but also to a contractor performing 
both production and E&D work, Ihe fact that the second sentence has been 
included means that additional specific language was necessary so that 
contractors who were engaged on2y in R&D could allocate some portion of v 
their independent development work to Government E&D contracts, 

Q, In order to qualify under the exception in ASPR 15-205,35 (e), must 
a contractor do no production work at all, or could he perform some _ 
production work, for example, 1%, 10567 

A, The Office of the Con^rtroUer is of the opinion that the exception 
in 4SFR 1^205,35 (e) la Intended for those organizations idiose basic 
effort is research and idiose hardware la limited to a working model, 
prototypes or processes, with any sedes of products being Incidental, 
as distinguished from items manufactured for sale to customers whether 
or not the production is carried on in a pilot plant or regular manu- 
facturing facilities, 

Q, Does the last sentence of 4SPR 15-205,35 (e) apply ozily to nonprofit 
ozganizations? 

A, No, Any research company, profit or nonprofit, could qualify if 
research work is its basic effort, , 

Q* In 4SFR 15— 205, 35(f), how s hall , , the word ^practices'* in the phrase 
"accounting practices consistently applied" be construed? 

4, The word "practices" is to be construed as a course of action continu- 
ously followed, A "practice" cannot be established on and off purely for 
convenience; it is established over a period of time. 
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Q« Eiov can you change an accounting ’’paractlce?'* 

A« Since a '^practice" represents first a certain course of action^ the 
course of action zoust first be changed* The mere chazzge does not 
constitute a changed ''practice^'' however* The ’’practice" becomes changed 
only after the changed course of action has been continuously followed 
for a period of time so as to establish the course of action as the normal 
method of accomplishing a desired result* 

Q* Is it not dangerous to condone an accounting principle or practice 
which we do not agree with for the sake of expediency? 

A* Tes* kuy such instances should be thoroughly documented with complete 
understanding with the contractor that this is being done solely for the 
sake of e^qzediehcy* Tkiless this is done« and the of work at a 
contractor’s plant changes at some future date with nQrA^np>^^fl^fl on- 
Government work^ we may be saddled with a precedent contrary to what we 
think is proper^ or what the principles intended* 

Q* If we have accepted a contractor’s method of accounting for certain.-' 
costs that does not confoxn to a sound accounting practice > could not the 
contractor use this as an argument in Justification of changing another 
of his accounting procedures from one idiich we consider confoms to sound 
accounting to one that does not? 

A* Tea* &wever> zdiere a contractor wants to change a practice which 
confoxms to the principles to one which does not confonsy no agreement 
should be entered into for the sake of expediency or otherwise* 

0* Is it true that« if a contractor has been consistently applying 
accounting, practices which are contreay to the principle laid down in 
ASPR 15-205*35 (f)* such practices are acceptable? 

A* Yes, this is the effect of ^PR 15-205*35 (f but this applies only 
to R£D* 

0* Ih some instances « a contractor may change his method but a year or 
two may elapse before a disapproval is issued or before a case gets 
before the iiSBCA* Could it still be contended at the time of the 
disapproval that the contractor does not have a new accounting practice? 

A* IMder these circusstancesy we would probably have to adnit that the 
contractor now had a changed accounting practice* The way to prevent 
this from happening is to be prompt in re^vlewlng the accounting system 
and going on record at an early date aa to the acceptability thereof so 
that the passage of time will not enable the contractor to assert that 
its changed method has become its practice* 
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Q. Wbn’t it be difficult for the auditor to malce a determination that 
a particular project la basic reaearchf applied research, or development? 

A, Yes, and this was probably recognized by the military departments 
when they established the Tri-Departmental Committee, However, since all 
contractors are not on the list for consideration by the Gosnittee of 
their research programs there may be instances where we will have to ask 
assistance from the Committee in the ease of other contractors if we are 
iipabi A to wwtVa a definite determination bb to whether the contractor ^s 
activity falls in the category of research or developiBent, 

Q, Will the Tri-Departmental Committee involve itself with accounting 
matters? 

A, It is our that the Cossnittee will not concern Itself 

with the accounting aspects of a contractor's research and development 
program. Its efforts will be confined to a contractor's research and 
development program as such, type of endeavor, budgeted effort, and 
matters of that kind, Rjwever, if they should approve dollar amomts 
rather than projects or percentages of a contractor's research programii 
it would appear desirable that they obtain audit advice, 

Q, W^ll it not be difficult In some instances to make a determination 
as to what constitutes a product line? 

A, Yes, The determination as to a product line can be narrow or so 
broad as to infti nda almost anything. Judgment will have to be exercised 
to keep the determination within reasonable limits. Technical assistance 
should be solicited. If a contractor persists in taking a broad view of 
what constitutes his product line, it nay be necessary to resort to 
formal disapproval and have the issue decided through the appeal p}rocedure, 

Q, Ih the case of a contractor \dio is not on the list to be considered 
by the Tri— Departmental Committee, should the auditor attempt to make 

own determinations regarding the contractor's research and development 
programs? 

A, Yes, If the auditor is \mable to make a determination at the field 
level, then the natter should be referred to NavCospt together with tlie 
sane type of information that the contractor would have to submit to the 
Committee, 

Q, Uhat happens if an advisory report has to be released and no decision 
from NavConpt has been received? 
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A« Thd ftudl'tor will b&ve to do tbs 6681 he csn eTen if it neeuis setting 
the costs out for further consideration. Sufficient infonnation will 
have to be presented# however# to enable the negotiator to have «^^>Tt^a ^ ^■h^ng 
to work with so that he can make a deteznination, 

Q. Will the atuJitor be called i?»n to assist the Trl-Departmeatal 
Committee 'through the submission of accotpztlng advlsoxy reports? 

A, It is not presently known whether this will lumpen or not. If so# 
we should t h i nk in tezms of total costs of the projects rather in 
tezns of cost of individual elements# such as# labor# material, and 
o-Tezhead, 

Q, Mist the principles be followed even though contraxy to good 
accounting practice? 

A, Yea, If the principles provide leeway for any action contrary "to 
sound accounting principles# then no exception can be -taken, 

Q, Will the Tzi-Departmental Committee police the contractor's program? 


A, Our Impression is that the Committee will not police the programs 
and that the ultimate determination of the amount of Aiinuahift costs 
will be left up -to the audi-tor and the technical inspector. There should 
r® "f problem if the Committee picks out special programs and 

j degree to which the Government will share in the coat 

^ contractor's methods of accounting for -the costa and 

planning and execution of research projects is acceptable, 
^ pro^ is at~»ntiiiued and a ne» of pmgran U 
Inatltnted, It U not oonaldoisd that the original Comolttee TOntoval 
would continue} a new approval would have to be secured. 

Royalties 


Q, What is the auditor 's position with respect to hanm-tng claims for 
royalties? 


A, The au^tor should make every attempt to determine if the royalties 
t^ are claimed are or are not allowable. If this cannot be done, an 
ajrisozy report should set such costs out for further consideration In 
the case of a f^ed price contract. the case of a cost type contract 
■tha mat-fcer should be referred to NavCompt for further action. 
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Severance Fay 

Q* If an adjustment for severance pay is carried back over a number of 
years » isn^t there a good chance that a contractor vould be bfurred from 
recovery if he had submitted unqualified releases on completed contracts? 

A. Th-tfl is true* Hovever* since the new Principles » in the case of 
abnozmal severance pay> specifically state that the Goveixosent recognizes 
its obligation to participate in such cost« the period to be covered by 
the adjustment not be one that will « the Government to evade 

this obligation* 

Q* Although the new Principles state that normal severance pay is to be 
allocated to work of the contractor^ would it be permissive to 
allocate the payments to work within the department where the charges 
originate? 

A* Technically^ this would seem to be a deviation from the Principles 
but there would not seem to be any great objection to such a procedure 
since the net result is more precise costing* 


20 








ENCLOSURE (2) 


NAVCOMPTNOTE 
19 Jul I960 

SgStj.oQ T-g.r CoBCurretttJJae of the Hey and the Old Principles - Mr. fionV 

Q, Ifey a prlffle contractor insert the new Principles in new subcontracts 
entered into under prime contracts which contain the old Principles? 

^ No -categorical answer can be given to this, but there would not seem 
to bo any restriction by ingjlicit directive which would prevent a prime 
contx^tor from so doing from the date they were issued. However, it is 
considered that reimbursement to the prime contractor for the subcontract 
costs would have to be determined on the basis of the old Principles 
repress of the commitment on the part of the prime contractor to 
rei^urso the subcontractor on the basis of the new Principles. This 
^ because the language of paragraph 15-200 of 

Fart 2 of the old Principles makes such Principles applicable to the 
determination of cost type subcontract costa for which the prime coxi- 
tractor seeks to be reimbursed. It is believed that this phase of the 
matter may require further clarification if it becomes a problem. 
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General Queatlona l a Connection with .flSPR. Section XV. F &rta 1. 2. and 6 
Mr. Rttttenberg 

Q. VJhat conaideratlon, if any, should be given to contracts for research, 
investigations, etc., at no cost to the Govexmnent or at the most a very 
nominal sum such as |l.00? 

a; Although no payments, or any payments beyond the nominal sum stipu- 
lated in the contract, could be mads under the contract for the work 
perfozmed, it is not consldeired that it is Intended that the contractor 
should be d en ied recovery of the cost of performance as an independent 
research program. In this event, the principles applicable to research 
and development costs could be applied. However, it may be advisable 
to obtain c larif ication of the intent of the agreement from the contracting 
officer if it la not evident from the contract since the project may be 
cost sharing with the GovemmMit furnishing the facilities* 

Q. Is the negotiator bound by the recommendations in an advisory 
accounting report submitted for the purpose of negotiating overhead rates?;v‘ 

A. Strictly speaking he probably is not, but it would seem that any 
negotiator would have to have positive proof to the contrary before ovei^ 
ruling an auditor’s recommendation that a particular item of cost should 
not be accepted. ' 

Q. Why are negotiated overhead rates still being used, particularly 
since the overhead is now on an historical rather than prospective basis? 

A. Xt is true that the need for negotiating an overhead rate is 
considerably lessened since the rates now reflect historical costs and 
actual experience* There still remain certain advantages, however. 

One advantage is that there will be uniformity of treatment of similar 
costs under like circumstances by all the Services of the Department of 
Defense. Another advantage is that the requirement to submit a report 
and negotiate a rate within a specified period of time tends to get the 
overhead audit on a more current basis. 


22 



ENCLOSURE (2) 


NAVCOMFTNOTE 12410 
19 Jul I960 


Section H-C - Categorlea of Direct ajad Costa - Mra« 

Direct C^ et.a - SalA rlea and Ifages 

0* Is it not possible that institutions may biKlget a certain amount of 
time for instruction and a certain amount of time available for research 
work for each professor and establish different rates of pay for each 
categoxy of work with the rate for research belzig greater than for 
teaching? The principles state "• • • that the excess of salaiy and wage 
rates paid to personnel working on Govexnment research agreements over 
salaiy and wage rates paid to personnel working on the institution's 
departmental research or other research will not be allowed \anless spe~ 
clflcally provided in the agieement or approved by the contracting 
officer." 

A. This may be possible^ but the l^tltutlons have contended that there 
is no way to segregate certain resdareh perfozmed by professors from 
instruction. They refer to this type of research as nonbudgeted depart- ^f- 
mental research. It would not appear that any estimate they of ovez^ 
all research performed. by a professor which includes departmental non- 
budgeted research would be too realistic. Eurthezmorej since it is 
contended that it is not separable from Instruction^ there would be no 
justification for paying different rates for time devoted to teaching 
and this tjrpe of research, 

Q. Does the fact tliat employee benefits « such as pension costs, are not 
calculated on summer salaries paid to faculty members justify exclusion 
of such salaries from the salary and wage base? 

A, Without all the details, a definite answer camot be given. However, 
it may be appropriate to make a special allocation of certain employee 
benefits and include the salaries and wages in question in the base for 
apportlozunent of those G&A expenses which do benefit the work Involved. 

Indirect Costs - Departmental Bcnense 

0* la it not possible that the reaso;n indirect departmental expenses are 
much greater than the expenses they were intended to offset under the 
Blue Book is that the.< indirect departmental, expenses now include a share 
of O&M, G&A, employee benefit expense, etc? 

A. This may be time. It is possible also that certain expenses now being 
included in this pool previously were included in direct charges. If this 
is the case, the advisory report should point up these facts and indicate 
approximately how much other factors have been reduced so that the effect 
on overfall costs can be evaluated. 
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NAVCOMPTNOTE 
19 Jul I960 


ENCLOSURE (2) 


Section H-D - Specific Cost Itema - Mr. Kiaer - ASFR 15~307^3(a) thru 


Depreciation 

Q. It possible for an institution to claim depreciation on certain 
of Its building and equipment and use charges on the balance? 

A* Yes 9 I believe this would be possible \daere they maintain actiial 
records of usable buildings and equipment as distinguished from original 
complement or reasonable estimates* However^ there would have to be 
consistency of treatment once an election was made. Vhen an item* for 
\diich depreciation allowances have been claimed. Is fully depreciated 
use charges would not be allowable thereon. 

Q. Where there has been special agreement between the Govenunent And 
the institution to amortize the cost of a building or laboratory over 
a given period, could the institution claim a use charge on the building 
or laboratory after the amortization period ><aa eocpired? 

A. It would not appear proper. However, consideration is presently 
being given to some ASPH coverage in this connection in order to effect 
some uniformity of treatment of costs of this nature. 


MCLOSURE (2) HAVCOMPTNOTE 12410 

19 Jul I960 

General Questiona in Connection with ASPR. Section XV. Farts 1. 3. and 6 
Mr. Kiser 

Q. Is difficulty being experienced in the application of BuBud 
Circvilar Ar21 to coat type contracta that are being aiuiited for other 
governmental agenciea, auch aa. Federal Aviation Administration^ National 
Science Foundation, Department of Health, Education and Welfare, Atomic 
Phergy Commission, etc., and ASPR, Section IF, Fart 3, as Implemented 
by Department of Defense Joint Letter No. 41? 

A. The members of the training class indicated that no difficulties 
were being encountered* 

Q. Will we be able to make recommendations regarding revisions to BuBud 
Circular A-21 by 30 Juno I960? 

A« We are required, in accordance with the directive of BxaBud and the 
ASPR Committee, to recossnend, by 30 June I960, revisions of BuBud 
Circular Ap- 21 that we feel are desirable. It is Indicated that we have - 
not had enough audit experience to make positive recommendations to 
BuBud, through the ASPR, PArt 3 Subcommittee by this date. At present 
we are in a vacuum, so to speedc, with regard to such recommendations 
and will possibly request a delay of six months to a year. We expect 
to convene our ASPR Subcommittee soon to plan for future action. 

Since recommendations submitted to BxiBud will be based largely on 
information received from auditors, it is Incumbent on the auditors to 
furnish information on problems that are being encoxintered in adminis- 
tering the revised Part 3. Auditors have a responsibility for recom- 
mending changes ^ere principles aie unrealistic. It is impossible for 
Ifeadquarters to visualize all circumstances. Auditors are in a better 
position to formulate ideas for solving a problem since they are 
continually applying these principles in their dally work. 

We will vrslcome recommendations as to those areas where Part 3 should 
possibly be changed for purposes of audit approach simplification, 
clarification of expense treatment, and elisdnation of unnecessary detail. 
If you have any suggestions, send them to us. Your assistance will be 
very helpful. Since any changes to BuBud Circular A-21 wiU be largely 
dependent upon our experience, it is considered that suggestions and 
information originating with the auditors will constitixte the major 
source of recommended revisions. It is requested that such Information 
be fa mi s he d in timely fashion, that is, promptly after you have reached 
a conclusion on a particular aspect or item of Circular Ar-21. 


NAVCOMPTNOTE 19/in 
19 J\il I960 


Q, 


enclosure (2) 

Wbat U th, of the CoUege end Wterelty Pederel Oo-ltteer 

hae eetebHshed 

Ualaon with »alntaS 

Subcofflialttee and BuBud on Defense, iSPR 

Circular A- 21 . gatherLriSSS^onl^ appUcatlon'of 

of the aseoclatlol^^rtM consolidating 

conmdttee may be helcful if to the association 

the group of educational Stltutiifa ^ l^rovlng our relations with 

“embers of the 

that In submission^ Jf^J«”aUy suggested to the 
Committee, the problems bf^e^of problems to the ASPR 
^ gOTeralltles, and, to the extent cases, and not 

^a tte mllltaiy auditor cognla^^f presented 

the case arose. smaanu of the educational Institution where 
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from Transcript of Eisenhower's News Conference on Domestic and 

ForS» Affai*’* 


New fork Times, January 1?, I 96 I - Page 18 C 


* * * 

For Informed Citizenry 

» - I know nothing here that is possible, ea^c^t - or 

useful - excq)t the performance of the duties of re^onsible 
citisenshlp. It is only a citizenry, an alert and informed 
oitizenry which can keep these abuses from coming about. 

And I did point out last ev ening that some of this misuse of influence 
and power could come about umrlttlngly but Just by the vary nature 
of the thing, when you see almost every one of your magazines, no 
matter what they are adveirtlsing, has a picture of the Titan missile 
or the Atlas or solid fuel or other things, there is becoming a great 
influence, almost an insidious penetration of our own minds that the 
only thing this country is engaged in is weaponry and missiles. 

And, I'll tell you we Just can't afford to do that. The reason 
we have them is to protect the great values in which we believe, 
and they are far deeper even than otir own lives and our own property, 
as I see it. 


• . OL' ^ *, 

vt m itfOK /• RACSSm, BB Pg gr TOR P a OC g gMgHT AHD PROD«CTIC»f, 
S ^ ABSSSSMPS SBCBBTASZ OOP as air IXStCS (MAIEBm) AT THE 

zsESBTRXAXi Asaocxmox (bsza) semhar as msxsmmws 

y^gj p^^ MCagPgg OR 2^ JASQABT X9^ AS TBS SHERASOzr«FABS BOm, 
ffjUQDQKmOR# 5* 


O^ntleaw* ■ / 

tat: giTias m aa ocsortnnitgr ts addnu a tw rvMoriks 
to jawt asolaaap* Thia !• tho kinft of totm iriMoti aa wcehango of rlovt 
oanaoi ht^r M r«mQ.t la a iMttav aodoroUadisig of oar eeaBnoo jroblatf 
to oar aartual ■' 

X t4V« to coBoldHFr ay runaka a* a part of tbt eoatlsoizig 

„gg^t ty tba allliary dapartanxta oa tlia eoat of ^aaas pr ogr aaa a* l , 
X aa eartaia that aoat of yoa hava haard thla thaaa ratpoatad oar - 
ra^aastatiraa la apaaefaaa at gatharlaga aaak aa thla la raarioaa r 
porta of tha oowtiy la zacaat tlaaa paat*.r Xat it la of'aMib-^:;;.’ 
ijQqortaaaa tbat it duMBdi rapatttlm*'' • 

; tta raaaaaa ara- qalta ohnrloaa^' Tba aa^tuda of tha xafaiwa' r 
yA O Oar a aaa t prc^raaB la abo^ ^ billloaa a yaar— thraa tlaaa tha 
ffOijftlnad porchnalHt tolma of OaaaraiL Elaotrla, Qasaral Motora^ aai 
V* f» Staal*- It la 30lii of tha total Q o r a r a aa n t bxidgat* Zta Isvaat oa ' 


f ' „ 


to tha Oapartaaot of Safaaaa^. aad, 


a aahjaotr of oloaa aad. 
^ AOI tha-; attltada ^iof . Coa^praao;; 
a aattar of groat slgalfleaaoa ; 

;, X as aarai to indoatxy aa oollw. . ' 


b#* e«U«d for • gmanX Saj^romaut la our proeurtauit 
praotieofl n& proeodurM and for rsnvwid offorto to rsdoco tho 
QQOgtantI/ coot of doftoso msterialo* It es^rooMd Its 

riaaa la s aost significant ssnaar la tlks last ssssioai—ad across* 
ti»*bosr4 xodsctiaa la q yp r o g r l atlaaa tgr thrso psreoDt* 

Jig yoa'komr, tbs Dspartmt of Vatanam, Oarlas tbs past jaar, 
gS/^tad ssvoral slgnlflesat duoasss in tl» Ansd Sarrless Froewnasat 
rtDgalstl*** rslstlsg to our pxlclng praetless at tbs prlas cad stb«^ 
eoctraot Isvsls. Qm 7 oonesra our rsylsv of *^Bsks or buQr* dsoialoos, 
tbs rsrisr of mibaoabeaot prless and tha prorisioa f or tws^stsp 
fVirnl advwtlslng^ to aaas a tav, Va bolisrs thar vllX fum c A ; 
•Atttajr offset*. :B«t la largo waaaaxa, tbs' bsnsftta t9.:bs.;dirivsd .;A^ 
erpsad tgoc our aatual dlUgaot efforts to ^ya aft0a4 

^ prin te d uord* 'T; A' ' 

ttLses X sik la tbs Ospartcsat of tbs Forces X csmiHrt^ of ' 
co u rs sy glTS 70a tbs dstslls of Vam aceqBpll slBBBnts of tbs Angr sad' ' 
Wtr la tbslr efforts to (ublevs cost sser^^ I aa eertaia^ bouerm 
that tbfqr bsvc exeelleat progress Is effsot ead bars m4f^< 

dallar redaorUoas*: : I as is » dsscrlbs dsr .sss cst^^ 

of •stidaii'.V sadsrfcsd os' > 'rlgsrovs: oost rsdaotioii- pfrograsC'ld'tt: e«f A ''' 

•_scrtrsstors* :^ShS'. resscsiss of saagr' of .thss-bss boon sbst'grstlfjil^ 

Kijsr oost rsdastlou ars bslag realtsad ihrsui^ Inorsasod assigsstat- 
attsstios glTes to tbla 8ub4oet* SlgaifleaBt sarlsgs bars boss sads^/ 


yjjoagik aeawr** »• la^roY^d pvrehMins tdclmlq?»0, 
iimumimTi^ ittbeontr«et», gr««t«r «m cf Talat •ngla^arlng, clo«#r 
cMitroI of ovorboad^ and a goatralljr tl^teotd eo«t eoaitrol* Ve ham 
fo«id exeollent axsonplafl of aggreaaiv* action hy our eoniraotora to 
natahllth n ffonaral eXiswtai of coat coaaalounaM* Tbej bam coaeantrated 
ca aspaadlxi9 eta^atitlfltt tbroagb tha darval^owit of nov sovreaa of ausplsr^ 
aola ao u rea altaatlcas^ and naa of aora and ^roadar 
co^^tltioa« Farther aeonoadea ham haaa aohiamd tbraas^ quaatitgr 
proeureaant^ eonaolidatim of ordara^ uaa of hlaakat purehaaa agreeaenta, 
apaalal handllTig tor bl^ '\^ua itana and galgtananca of aarmlUaaaea 
teana ia naj<»r aObcoatraatora' plaata* 

Oba departaaaat of tax Air Fnoa ceoAraatat baa prodaead omr 2^00 ^ 

coat redaatloa idaaa omr a thr e a- y aar period reanltlac la. doouaented ‘ ^ 
aarlaga of $17« 700,000. Aoothar reports aaetaal aarlnga of atXli«a - 
ea a reaaXt of a fonuil coat redactlen program, still anotber rapcorta 
aarlBga of adlliooei omr an iSHBootb period as reault of ▼alna 
analgniia taehnigjeaa. Tat aaoftbar, through ‘rlgoroua aaaauzaa ia tha 
field of omrhaad eapanaaa baa aebiamd aarlsga in such easeaaes ot 
$3,€00,0(X) annuallj, car 20^ of total erpaaditarea. ibaaa am bat a 
fair of tha inatencea of coat: redastlaia brought ebouct through nail 
daaip^,^. TlCOTonalj exaoutad plana put lata affaot hgr otnr eoBtraoterav 
A etavaa of laoa thaa half of tha oostraetora isrolmd abova taagihla ' 
coat radaetl<aa of about $575 adllion. Siia is eoxaethlng about which 
both tba Papertaent of Defanaa aad indastry can both ha ri^xtfally 


ia not eaaa^» ilodi ranolno to b« dono*. PtdbXlo 
ia Otf dapartanato m vtll at jcnr Indattrltt tt at stakt* 
\t% art wdtv * cootlnalng obligation to battztat Usat eon f l danc t \if 
oaaaa of poor prootumaat praettoaa and praraoxtlng thair 


fvarcnx^* 

At tUo point it lioalA ba vtU for at to bring to Tear attaatloa 
ggng tf«at abioli va hart not^ that glTt at coaettB* 

(X) gaginetrlag Ceata— At aoat of 700 knov, at hart la 

ttat rteant paat beta grtppliss vlth eontraotort* IndapandBat reatardi 
^ davtlopaatt tffort* TTi la b at I nfi T itaa a il iliirln f t iha p a at tT itat ‘ 


fiita bf j TTt* thart it an inftaltaly gre a ter problMt aboat ahieli 
at amor gracral^ oooeaxstd and that it tht anatly ixieati^ atoaat 


of doUart datottd to daalgtty p rtpaodaatloty protoetton and fiadd 
oiginatriBg afthrt on oar oantrasttf< ffat aoat of tbit effoorl haa,^ V 
Intftaaadbir approxlaataly onrar tht paat t3aae 7 tara« 


ia doUart« thia ia an inaxtaat of agpreartaattly bill^V Vt art 
faead aith at arwgla aact at at oat aajor oontractor*t fadlltgr ahm 
Xeat than $I till ton aat tP<nt on indapaadnt geMral reaearat and 


daatloiaratf iddlt davixig tht 


rl^ 200 tiiMt thit at. feine atagae ygoAagtetga 

4iftt^ to ^ eootitMt* vhida 


tint ptrlod tht ooatraotor apeot 


atartr «a aot ataaaal la y ttOhnoIogiaal dtatlopanrh of a 

yataay tta a a gnl tada of this high coat area aaqphaaiaat tht naed for^^ :u 


oeatroX* Va art glrlng: thit aah^ect a aaarehlag: 


m 


^ 1 - V 




idU taka «taat«T«r piraetleaiUA oeaas cr* srailabl* ta 
eoBtzoI* - W aapaat Ixidaata^ to taka siaUJur action* 

(a) Tbt Mfei90iiaff Vtlliaatioo Sakcofloittaa 9t tlw Eoasa Cowlttaa 
oa Poet (tffiea and dvll Sarrica pabllabad a report la SapteoCbar i960 
entitled "Iteraonnal P roegr a naa t Coats of Selaeted Dafeaaa Cmtraetors , 
for BaersitaMat of ffngfnwera and SelaBtlsta^ ft 19^9*.” Ttw data 

la tlM report vas davalopad tha departaeatal aadit agesoies* 
ft 19^9 reendtaant progms for tbs 102 eoapaalaa i& tka report coat . 
apprastaataly $21 allllOB* . Tbm report also indicated an overall 
recreitBBBt coat sveraga of $1|^ par new klra *V>tdaalaaBt^ 
Peftasa” eoatraetere as against $7!^ far ^predoadnaatllx ecaaareial'* 
tirmm* Xa tkrea cases tba cost par aav Mra for ’VradoalsaBidT- r afen aa" 
eoatraetars eaa veil over |2«600* fba r epaqr t is clear that rac rai ta ^ 
costa rapreaeat a aignlfieat aspaaditars of funda and Z ean asseva 70a j 


■i^ adalaistnctica of coatraetso Za ‘ttia ooBneetlonf scaa qaastions f 
xoa ahoold ask joaraolvaS' arai '-'' vi:' : 

. Vhst snslgrsls hss:o« fUia'asda of racrait^^ costs, taf^ :g., 


, -v. 


etet do es plsn la tide area for^^ fttnret 




vi* , 

i: * . .1 


’V"'\ aad’aciasti'stat- ", ::f- ^ ''r':- 

Z ffdait that efflciaat wanagaawit..dotatas that thaaa a s ttar s ha 
^•ceordad. sarlons a*taatloo^.-^' - ^^^^.>";f/^ , 



(3) ADothtr that awrt iw rwriwad la that of tha «»• of 
jm tliigi Bacaaaa tha hl«h priori^ aaal«nad th* halllstla oiaalla 
gsA ,^r rr* jsfogfMPr tl»y hawa hoaa oxoaptod froa ovortlaa voctrlotlona 
.at fWth la *Sn» ippfoprlata goldaaca^ I a* awra, has hm dlaa«daatad 
^ aU prooaroawrt field activltlea aa wH aa ap^cahU contraotora 
^ the eawa^tlon# coatzola and aae^a of overtlaia fnr halUatia ’ 

codneta* Oa tha ba^i at th* hln^ eoatraet orartlat paafaraad 
at alrr^^^ altaa, It appaara to tu is tha Ala fbxeo, that thla eaaastloa 
iMM. eridaatSa beea Moatnad to neaa that aagf aad all ovortlaa la 
jttalainbTii Coatlsaaaa «aa of overtiao <» tha aaoa tack la IndioatiTa 
o tha a baala faotoTO BiQf bo at faalt#" donavailyj^ hl|^ Qoaaftlaa.<;; 
vaa^i aaflaeta adouraol^ oa tha aaaUtqr of lanaiBaaat raaoX 


GoatoW: Ml ham avgBaatad 'Utat thla aattar bo aoyliraadi 


'all' tha aUltaarp dapaataaBta. to dattzadzot; tha.,ippr3priato maaam 
foq;plrad to aaaaro pro p a a ooataol of tha aao of overtiaa la tha 
pazfOntaaoa of eootraota lamlTlx^ hldh paioaltyr prognaa* ^ 

(t) Siam la aaatiMr area iridoh X tiatok mg^alzaa 
attntiaai X aa aom 70a al 31 agm* that ^a baalaefla of appmalaatalr. 


flff O haa a dtyaet aad rltal baaadag oa tha ooata of Ala Itnroo 


Ala la th* aaomt iBvalTad la M of ta ffbaia a l 


data i«^ m ^ banilfbooka aad: othay bwhiiiaal galdaa that mXato 


dlraotlar to hartaim. Mdia 


aatarally weceynad. ahoat , 


adltorial t**lltr *od a coam ay of that ta cbat o a l data» X wold potet- 
oat to 70a tha aaad for radaolog ta^faila^ pipaf^ vozk 001^ icithoa^ 


eoagmatalag tha eparatloa aad aaiotasaaed faOe t l o oa ralatad tharat^ 
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Vi lum tMOBtlsr eoidMt*d txUauOyw awevmfa in order to flad o«t vfaeck 
oeir te^taiial ditft reetoMteei er* sod vteV steps axi oecissarx to co rre c t 
tbesi eesimesaei^ Me hsrt tekea eorreetiTS aetiotf to etreagtbrm oer 
sioafarlat reepoBslMlHy la tMi eves* Me eras joa to sebjeet this 
fBaotlaa to a thoroeah aaaaanaent rerlev at the top lerel of 70«r 
oxgsaisstlotts to eliainate erl sting or potcatisl veak ^ots*' Of ' 
partioMUar Iqpertaaoe la this area m the cost aai aseoaatlag prooedares 
related to teehalaail data* All too ofta% tbs aataal coats dr qd«tfis 
p a h l l a a t l ons related to indlridoal aystead m dlffldilt Wlleadfr 
liolats. ttts Air fbroo la aorlsi la ths dlrectloa of laserttigi elosios 


eothlo ics to kaaor exaetlor ‘lAat W era pegrlag for* 

if tho aoft spot# idlali ra 



X aaaare yoa si latrad to giTS- thaa otuf dUisest atteatioa* : 




W UtUMm if 


pitgiUi t* iaifttttigr n i>w 


mrm a wjr tsUA 




ia4 •mcimar »• ptaotieaA 


la tl» 


of mr «OB9Ux vtagpoa ^jrttaM. OtrUla eonm«ti^ 


MS Of «s«% lafWiMAte tttiali i« «nA «• tlM iMt^ «i 

« twiit eo«t«* 4s M«^ W^ 

• nufaMM ^ar pMvitti^l 4 br a cnMnatni ^ mmmA 
«««% . iiunscMKtiis iwa 'b««i «mA^'' )U; 


vit^ e 9 *A' iS" twiali— I trptMf^sr 

AS ^ f^' Isflsrtisi 
^ gA»^A«iMg pfD M tog » g 'sif»rt'< 4 l «4 


W A aIXA^aa vigr ISsA aaaA 


MS b* tUstfstoA 


At *4 tiasvgA op pAf i iiiM tA laafsi^^ pwAt^s.^^:- 
«A SAiibiBiiial’M 'es«|^ ' 

m tteflAf. bfiMftrir;.'^:;«qsA^ 'isQaiEtti^^^ 


«,w PAi%Af'thS^ 






pifMtt n mm tiuhtljr 


thi iOi m Mok Mcttcr*^ CMf»Miau& 

MMitlM# «»t ew tft w rtrt vtlii tte 41 i£iaa# tMk «f iffilMKftlag % 
MM «r MgKiliatiJtf aMM m W MMli aomA dMisloM« 


AaUbMatlMa 


Alfflaalt tgr tba flat tbat 


fMa tiMi dagr»t 0 > 4 M^ < 9 a«<Ktiou c(f this 


VIlMths ih&t «• 


eauiMlMl^ tfach oar joia* efftrtr hart t«m«M Aboah mmIicM ' 
raaaltr^ Is UvnwSat p r o c ii o Ms b ^rastlMo* teal litfe: a«ft 
«t lhal o oafl d aa t m vllX hr Im mi aanallwit W oor^^^ ■ 

Mjrvit|f.o# oar Irgial a t ara th rh oriattec ir aoMiii: thrhr- - 


ihir 


^ ralafcUg ^hr scratr#. ^ fhir 'ir r .ak^arcTr' 

vhiflk omI 4 sroMlr hr. tte; oShjM rT as adA»^ la itarmfx 
•M^lttt tr Mvhaaiar ^ iS.«bU fiaUM ^ 

PW^W/ti^ tr cf«U tlw aa^OtaM^ ii-pbrtili';? 

Ibr qjfUMMos tr aU o r r tr MtrM W^airj^ 

% arf . i rrMMsr '^ hi^ MrtaMtoir»S^ {. 

H*iA prMarM^ aC irtfltr aar tarfaMattU^^ Is^thaih thaj i ra aaC ifer lMai.^;'v 
omaM.rBar;iravaaia^ wsiiMa^ 'ar'h^:'& 
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is HM Asm to hr 


asmrrlatr lavrl ^ hr allQaiMI ir r sartiealM 








Vittost 0oABg iBtQ ft X Itotrtc I en stete e«r 

fviAnaMtal jailLoaaifty meeimetly im 1Mb fMibifift: «e want 1$o 

••• yott Mkft ft TiBUBirtilB praflt taaftd b9«b dnBaurtsnttol mparlar 
tlMlj ji » t fi 9 nMfte» » cat «*Bt ndaettoft* 

pwa Itot X teat ft fftUar tarftfttMoit cr ftftjr 

U ft ftft^t ftf ftMB ftf iim ItBM ftlii«ai ftnftir ift Ito prlfttfta y w a gr ia , 
^'vft tight. X bftvft iQftft ftft ftftUVftritBlar is fta ftffiort to IftottB jamt 
ftttafttloft Oft ft «ld«3a X Xftel i» ftf vtaost Ijq^orteftoft It oar 

■Btftftl teBltft to ftttaift amt eoana ofb^etive of oibtaliiiBg ft wuxlaum 
poBtaro ftt ftSalKW aBBBB B Bgy cost. X eaft tMnlc of ao noro 
1*B(rr«>e»* to Mghllght vtat X lasve soaght to BtroBs earlier than to 
■par^fitnm Bcae femzfcs madm ty 9«Beral AadersoB, tt» CcnuaBding 
Onseral of tiie Ux Materiel CoouaBd, la ft ceeest ftadress to the 
VaaMagtaa (^e$ter of yoar AaseelatlOB. He Bald: "aaless «e<^ 

tlw Cepartaaat of Defense aad lada 8 tat 7 >-do s batter ^ob of eartalUag 
oosts, 1M refleetli^ ot sKbltrary pereeatage eats vlll ooBtlsoe to 
be the omtbeek or eliaiasMcm of orgeat project. We, ^ effect, 
bacve becai told that aa long es ee doa*t eacert aaxlBmm preBSoreB for 
best Mst raselt, thea «b&t ve eoaslder to be the very ■rtaiwaa doUere 
for o«r parooB t B a iMt «ill be fMrttter redaood* " 

, X treat 1Mb ewalnnr opoas mem mimama fear oar wtaal l agro r oBo nt 
la aa one that Iras so aw^ sigaifieBaaee to all of «b toAsgr* 
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t 1 - 5 ;,l' h!s. .r;ii- t -.-V 1. ) 


;»l’SJECTi ^.erc&v Sfesri% »Rd Beeliioii ©e .fea,:id Ar.i?rila4iti{jf: 


The *6iB«te> ef the fe’atcrlel :>«eTet»ries* Weekly Coefeteic.- 
©f 4 June 1959 requested e ;(*roQre>£ re; ert crt the ectiefis tHker 
«& B result ©f the subject CRse* 


The draft of the coBtrfCt co^.t j^riBclplee 4r,.ted 12 
}BClitde4 v rovi slous to tuke ©ere of the decijjfoti, 

9-^22 4i:>5,S4, 6s omencled, satfeoriaed the eoBt. rector to elect 
tjicthsr* to ©'; } ly ''true'" or ror^'O! d©; rceistlou ifi the ,-ricj-o<] 
of the iier>’ S'Ol.i , Thi$ .pel icy I » cofttiftued i© the t&&% i tin 
ciyl& draft «Uh additioEsl ceccei ta tacderacored ;,«rti?-.p 

i r r-iott i.ertlBeBt); 


ijiveii sc c'i eotiei; t-;> t^-«e 

I s t e d t f J ® t b j •; e 1 cct oo;vt. 
•list:: %ii>i >><ihrse esa©, the 

c-ti tii'iiscr Csj' 1 1 ec t ssd li‘U» oo bssis o f Ulo ^e..Lf -c„t. 1 o c tv 

ie ;• Sid !st "’true" de/ reeis-tioti rs^toa, feut :5;feifie.i hi-v eU-ctivn 


1 , Kh i 1 e the CO 0 1 roc to r i 
ur "cor?o'-jr' de, reel it io 
COB V i toot 1 ¥ 0 . lied , 1 b. t h c 


V 


to Koriva' 
e r i y e , 


Ic the 


Gr>t,e to collect iiis l-vo^pn of ecoKvi.-. \ 

H 


ye?coB:i c lari f y» tvo: vroviaitfE kss liielarjod pa fono 


(tl)ti) . . . the er^exqet,ty : eriod (5 yeers} ahali -«s 

b& COW; atcid ic eccordoiice ^itk the dsterifiiCistiiiB «■ i 
the ?~nerge«cy Facilities berrecietiou Boerci s -o ^ 
anacsted r^teblv o?<t!r the full five<»vear e^cracRjO. 
f-eriod; -revided bo ctiter ello^itsfice j v .is.iinie ..ishi ch 
tsoaif? du. iieotfe_.tiie f jKctor.E. .^uch .e? ext rnordi c oxy 
e b: o 1 ftr eeftee. eecj-ti tutino! *trgi» de rccifttioh’ . , , ” 


t 


... -Or 



'■'X 


i 


iicce the E^ergesey Facilities i>ej reel«ti<jfi Ifeard coRsider* tiu; 
fecter of exirBordiaery ehselescefice, ic its fiadlrf! ef ' true 
4c/recl8li«a ", end siace the revised |:riBci; le bars du, lier te 
alle^aree of costs for tfelt- factor, «e helleee that the addfiiBC 


f 


L 


r'ti 


f thci’e ;r6vi>i0K; wH 1 tecerij’ Ihe .)Js«ri. jjri.il «e br-.c ri<sei •: 
vv tfce futtere. 


C-, C, 

Qir^t%or f«r t^recBr^ieiit ie.ij?;,| 


Pres ureci by: T. 4 l‘ilEon 

Rewritten by; TAf i 1 sosi/i; t /l 9 Junf)^j 

35>774 XT 9391 

Sec attoched (jrecr for coord* 


^l&EecordS 
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:the. 26 1959 araft of :ASPE. Saction -W, ve teve ■ 

gj^^SltW^5^^»wos8 ;clariflcation;/..^e realize • 

but 'if you :^ee .-audjlf the'changea ;i^ 'be:.:.:;;;;' 







t;.H/:?|P33':'-.'.52.y '%e' 'fir8t'ia In-p «ysv "Deferred 

is allowable to the extent that (i) except for past 

K'-'.-- '■ ■ ■•“;:^i''. -- ■ . • ' ■ ^ . ' _____ j 1 __ j J A 'A. V. ^ 




WXijpX5iii»« UiWik ^ '> w — ,w - , , * 

service pension costs it is for seinrlceE rendered during the con- ; 
tract period; This citation excepts past service pension costs 

:;from the general requirement that deferred compensation costs are 
allowable only to the extent they are for services rendered during 
the contract period. However, "pension" is a specific term of 
reference and is not incl.usive..of/t^tirement plans in general. In 
other words "retlreaent" rather than pension is the generic term and 
we suggest the insertion of words "and retirement" between "pension" . 
.'-and .'"costs" in that -paragraph. , 

3. It is possible to interpret the cost principles so as to make' _ 
substantial segments of , management incentive award payments unallowehh'e. 
For example, a contractor might make incentive awards wly in calendar 
year 1959 with respect to services performed by recipients during 
calendar year 1958. Most often an award is paid in inst allme nts over 
several years. Therefore, the latest draft could be interpreted to 
cause incentive -compensation payments made on an installment basis to 
'be unallowable lAen not for services during the contract period. We 
do not believe this is the intent. . . 


"V «r‘ 




for' "the ' COHMABDSH : 


■' ■3:'rv'-:-v r--< 7-'C- 




Chief ..-Pricing-' 

and.,Firiancial Division : '■'■V,'.,- v'K;-’ 

> .ii W j)i^‘ectorate of .Proeuroaent & Ihroductic^:^ 


‘-r . * - Me'*- 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 2S. D. a 


5 June 1959 


MEMOBAIIDIM FOR CCMMAlillER MALLOY 
OASD (S&L) 


SUBJECTt Coat Principles 


Pursuant to our conversation of yesterday concerning, the 
Air Force’s position on paragraph 15-205.22(c)/page 3a of 
the cost principles^ X talked vlth Bob Benson this looming*.' ' 
While he would much prefer to use the woraing -Hm A-ti. V . ■ 

Force suggested In order to make It clear on the record that 
ve would not accept costs relating to wrlte-dovna of material; ’ 
values, he would go along with not raising, official obJectlpnV - 
to the- proposed wording which everyone else has agreed uponi \ 
However, he suggested that we retain sometlng in the way of 
legislative history” to In d i cate that Defense policy generally-- . 
Is not to accept such costs. X agreed that this would be a • 
satisfactory solution since It wotald avoid either (l) 

TOsslble Inconsistency of' the pxoposed revised wozdlhg or 'ii'J''' ' 
(2) the necessity for going Into a long, espplanatloh: of our.^sl-* 
tlon»: Xf. we run Into any. difficulty on this. score after is- ■ 
suance of the principles, we can take another look with the 
view, to cla r ification. - X am fuimishlng a copy of ' fch~f g ntemoran^ ' 
dun to Mr. Benson. 


IT. Kilgore 


Copy 


Mr. Benson 






? 



OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, D. C. 



30 June 1959 

>EMiDRANDDM FOR THE iSSISTAKT SECRET ARI OF DEIENSE (SUHLT AHD LOdSTICSV^ 

ASSISTMT SECRETARI OF DEIENSE (COMITRCIIBR) 

SUBJECT: Contract Cost Principles 



We have concluded oiu: staff efforts with respect to the contract 
cost principles and a fully coordinated draft, ready for publication, 
is attached as Tab A* There remains, however, the problem of 
determining what action, if any, the Department of Defense should take 
with respect to the General Accoxinting Office and discussion with Dr* 
Saulnier of the Committee on Government Activities Affecting Costs and 
Prices. (Tab C) 

It appears to us that there are 4 alternatives with reject to 
the GAO which are enumerated below: 






!• Formal Cocij'i^l nation . This would entail submission of 
our draft to GAO, the receipt of their written comments, the 
evaluation of these comments, and the probable need for further 
coordination among all Interested parties* Previous correspond^ 
ence with the GAD on this subject is attached as Tab B* Our 
last previous communication to the GAD was dated 22 October 1957 
in which we indicated that it was "our Intention to consult with 
your office prior to publication*" The GAO responded on 3 April 
1953 indicating that "we prefer to review and comment on the 
cost principles after industry comments have been analyzed and 
accepted suggestions ^ve been incorporated in the proposed 
principles*" 


2* Staff Level Discussions . This would entail a meeting 
between Mr* Powers, GAD Audit Chief, and Mr* Kilgore and 
Cdr* Malloy* Previous Informal discussions lead us to the con- 
clusion that Powers would seek tfr* Campbell’s reaction prior to 
making any GAD commitment* If this alternative is adopted, the 
effort would be to convince GAD that our current draft represents 
an acceptable compromise among the many differing points of view 
which are Involved in this project* Hence, we would endeavor to 


convlnca GAD that the success of this entire effort might he 
Jeopardized and, in an7 event, would be seriousl 7 delayed, if 
the many controversial points were opened up for discussion. 

3. PubllstL_Without Prior Reference to GAO. This alternative 
would have the obvious advantage of obviating detailed discussions 
vdth GAO and would save many months, even years, in consummating 
this project. It is our understanding that this alternative was 
adopted by the Munitions Board in 1948 when the current ASPR pro- 
visions were published. GAO immediately responded in a strong 
manner and caused a change of the newly published regulation in 
several particulars. 


4* geqyt^ifll Level Discussions . This would entail a meet- 
ing by Secretaries McGuire and McNeil with Mr. Campbell. The effort 
here would be to endeavor to convince Mr. Campbell of our Immediate 
need for these TOst principles. We cotild assure GAD of our willingness 

validity of our principles after they had been in 
effect for a reasonable period of time. 


It is our feeling that we should either publish the principles without I 
reference to GAD or we should initiate discussions at the Secretarial i- 

level. Were it not for the commitment to the CoB5)troller General referred 
to in 1. abow, we would recommend publication without reference to the GAD. 

^ ^“itment, we believe that a high level discussion 

wth Mr. C^pbell of the broad considerations offers the best solution. 

* opinion that detailed consideration by the GAD, either by 

staff level discussion or by correspondence, will result in ultra- 
conMrvatism in the individual principles, and will Jeopardize our con- 
cept of applicability of the principles to fixed-price type contracts. 

The res^t would be violently objected to by industry and by many elements 
of the Dep^tment of Defense. In effect, we would either havTto arbl- 
again^ principles as revised or start the project over 


With revert to Dr. Saulnier, we believe that a discussion citing the 
la^rov^ control resulting from application of the principles to fixed- 
prlce ^e contracts and the complaints of industry that we are being too 
restrictive in TOst allowances will satisl^r his grot^. Participation 

Sirht Secretaries would be desirable, but 

rnignt be handled by the staff. ' 



J. M. MALLOI 
■ Cdr, SC, IBN 


Director, ASHl Division 
Office of Rrocurement Palicgr 



SNNETH K. KILGORE 
Director, Audit Policj Division 
Office of Accounting, iinance 
and Audit Policy 
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HOOVER COMMISSION 


June 1955 

Racommendation No. 3 - page 33 


Contract cost principles . - Current efforts to revise the contract 
cost principles of Section XV, Armed Services Procurement Regulation, are 
commendable. The final products of this effort should result in a set of 
cost principles for cost reimbursement type contracts in keeping with 
recognized commercial accounting standards. These principles should be 
supplemented by guidelines for auditors in gathering cost information on fixed 
price contracts, including terminated contracts. 
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VI. SALARIES, BONUSES, AND INCENTIVE PAYMENTS 


These 12 companies have widely varying policies on the compensation for 
executives. Air Force and the Navy have different policies on allowances for 
salaries, bonuses, and incentive payments. 

We were told during ovir hearings in March that the Defense Department had under 
consideration a definitive policy for both services. But, on January 4, 1956, and 
again on June 4, 1956, Air Force procurement circTilars were issued, the general pvirport 
of which was that the Air Force would undertake to approve salaries in excess of $25,000. 

The Navy, on the other hand, has had no regulation and has handled executive 
salaries, bonuses, and incentives as cost allowances on a company-by-company basis, with 
no particular formula for any company. 

There has not been forthcoming, from the Department of Defense, any statement of a 
unified policy. 

Air Force Procurement Circular No. 19 of June 4, 1956, closely parallels Navy 
practice, as we view it. Paragraph 54-900 says that "any acceptance" of wage and 
salary schedules "shoiild be considered as a determination of acceptance of costs 
resulting from such schedules for allocation to Air Force contracts." 

Paragraph 54-904 provides that when salaries "appear as a part of a negotiated ^ 
^^Bhead rate" they must again be reviewed for acceptability. 

^^^^ection 54-905(b) (l) covering salaries "in excess of $25,000" provider for 
consTiltation and approval by Headquarters AMC "unless an agreement and approval 
had been reached prior to January 4, 1956," or the "contractor's proposals wore 
not in excess of those previously approved" or if the administrative contracting 
officer "determines that prior approvals and authorizations ought to bo reviewed, 
the matter should bo referred to Headquarters AMC for final determination." 

All of this means the same welter of confusion which haa heretofore existed. 

The subcommittoo recognizes the importance of an adequate reward for the skilled 
management and executive competence. However, the subcommittee is not persuaded by 
company statements on the importance of salaries, or of incentive bonuses for doing 
a. job fpr which a basic salary is paid and of the other devices which have been set 
out in. the presentation of the several companies to us. \fe find there is no 
pattern among industrial concerns generally in this regard. (See exhibit A (pp. 

3129 to 3139) on industrywide salaries, bonuses, etce) 

We t^ink, in short, that the proposal to charge all executive salaries and 
bonuses, incentive or otherwise, as cost allowances on Government contracts, is 
unwarranted. 



The position of the subcommittee is this: 

There should be set up among all services a salary allowance schadul* for 




m. 



nnmpensatinn 'jhirh fimild ba included in the cost allowancaa for 
Jinftral overhead assigned aSatast various contracts of th e Government . Beyond 
such a level, which we think should be reasonably conservative, we believe that 
a-[l additional compensatio n, be it salary, bonus, incentive payment, or the 
1 -tVe. is a subject for payment out of the profit earned on Government contracts. 

It is a matter between executive officers and their board of directors to determine 
the use a company makes of its profits. 

The Government has not stinted in supplying plant and working capital through 
the meditim of advance cpaital, and balance sheets indicate that they are adequately 
rewarded for capital and management supplied, and are financially sound, even though 
almost entirely dependent upon Government business. The public has assessed that 
soundness in stock quotations, of outstanding shares. 

Earnings are clearly set forth in the foregoing tables and we think it 
uxuiecessary, in these circumstances, that excessive executive compensation should 
be made a part of the cost or overhead for performing Government contracts. 

Contrasted with executive salaries are the salaries of their opposites in 
the military service who are expected to be qualified to contract in the name of 
the United States. We think a wage scale, which is generally GS-11, and in a 
few instances reashes GS-I 6 , for men who are expected Ao match wits and wisdom with 
the representatives of the contracting companies, is grossly inadequate. 

The Air Force, in testifying before the House Appropriations Committee, said 
j^‘^t 95 percent of its procurement personnel are civilians with a tremendous 
* ue and a great responsibility resting upon them. 

We recommend a reappraisal of qualifications and salaries of Government 
civilian procurement personnel and a prompt adjustment of salaries cofinnensurate 
with responsibilities. 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
Washington 25 > D. C. 




March 23 > 1956 


IIHIORANDDM FOR THE DEPOT! ASSISTANT SECRETARY OF DEFENSE (S&L) 

DFPDTY ASSISTANT SECRETARY OF DEFEIISE (COMP.) 


SUBJECT: Approach to development of ”one“ set of cost principles 


In order to avoid wasted effort, to the extent possible, in de- 
veloping principles for the handling of individual elements of cost, we 
consider initial approval of our conteiiiplated general approach to be 
desirable. It is set forth below: 


/ 1. Cost treatvaent should be equalized as much as possible between 
the several types of contracts so ttiat one type of contract will be 
neither less nor more attractive to a contractor or to the Government, 
by reason only of the cost treatment. Thus, the selection of contract 
type can be based \q)on the merits of the negotiation, i. e., conditions 
sunrounding the required product or services and the extent of any 
contingencies covering risks rather than external influences arising 
out of cost treatment. 


2. Risk in the form of a contingency principle ought to be 
^cognized in those instances in which there is risk exposure. 


3 . Our objective ought to be fairness and equity in the develop- 
ment of "one” set of cost principles. We shoxiLd not deny nor restrict 
allowability of a cost otherviise fair because it would be costly to 
the Qoveznment, or because reasonableness of amount is difficult to 
assure. 


U. \1e sho\;tld seek to allow legitimate costs of doing biisiness to 
the extent that such allowance is reasonable and is allocable to the 
contract in question. 


/signed/ 


/signed/ 


T. A. PILSOH 
Chief, Policies Branch 
Pmrehasing & Contracting 
Policies Division 
OASD (S£d.) 


K. K. KILGORE 
Assistant Director 
Accounting Policy Division 
OASO (Ccmq).) 





OFFICE OF THE ASSISTA.MT SECRETART OP DEFENSE. 
Washington 2$, D. C* 


November $, 1956 


MEMOEIANDIJM FOR THE DEPUTT ASSISTANT SECRETAHT OF DEFENSE (S&L) 
THE DEPUn ASSISTANT SECRETART OP DEFENSE (COMP.) 

SUBJECT: ]jidustx 7 Proposals - "One Set" of Cost Principles 


Attached (TAB A) Is our appraisal of the five Industrial proposals con- 
cerning "One Set". While there are some points iqion which there is agreement^ 
sane vpon which there is partial agreement^ the industxy proposals are not 
acceptable In the really inq>ortant points made. We believe that industry has 
viewed this problem with something less than real objectivity, has been largely 
persuaded to its own self-interest, and has refused to see the nattire of the 
DQD problem. In this paper, we have tried to state our problem. 

This is a digest of our conclusions: 

• (a) There is nothing really new in the proposals. We have read the 

same things as criticisms of previous Section X7 drafts. 

(b) We believe that uniformity of treatment as betweor the several 
types of contracts is a MUST. Industry says "not necessarily". 


(c) We believe we must define "reasonableness" and "allocablllty". 
words alone will not secure the needed unifozmity - additional 
guidance must be found for sane of the elements of cost. 


The 


(d) We must reject the notion that the cost principles ought not be 

"explicit" or "specific". Reasonable uniformity is otherwise unob- 
tainable. 


(e) We must establish reasonable accounting standards. "Generally 
accepted accounting principles and practices" is not enough. 

(f) NSIA is very close when they indicate that the principles ought 
to be applied in "negotiated contracts in which costs constitute 
to some degree a factor for consideration in contract negotiation." 

(g) If there is such a thing as an "unreasonable" or "unallocable" 
cost, wo must state unallowability sonehow. Industry must make the 
argunent. against the words to st;qpport consistently the ALL costs 
contention. 

(h) Indirect costs represent an inportant aspect of the "one set" 
problem. We believe that in the interest of "across-the-board" 
application, we must state our policies in generalised language. 
Furthermore, we do not believe that we can stress indirect expenses, 
and disregard direct - which may have been the industry goal. 


(i) Whether all ''gains” obtained by ind\xstiy in suits in the courts 
and the ASBCA ought to be considered allowable is dependent upon 
many circumstances. Rather than to allow the ''gains ” automatically, 
we ought to consider the items on their merits. 

Where do we go from here? We suggest that the nature of the comment be 
revealed to industry through use of the DQD Procurement & Production Industry 
Advisory Committee. In light of the personal responsibility of the P A ? D (S&L) 
and the DASD (Comp.), it is our suggestion that both attend the meeting for 
the purpose of hearing industry present their point of view. We suggest also 
that the course of the meeting be controlled by limiting the subject matter 
to the important principles proposed by industry. Attached is an agenda which 
may be useful for the purpose. (TAB B) 

It is our recommendation that Messrs. Pilson and Kilgore, at a minimum, 
be present for the purpose of exposing the Industry contentions to the DOD 
^oblem, point out inconsistency of views, etc. This would enable Messrs. 
Lanphier and Shannon to occupy the place of judges evaluating the totality 
of the positions developed. ^ 

^ approach seems to be consistent with the revised modus operand! 

of the rJP XAC • 


^ y • u . - ^ 

T. A. PILSON 
Chief, Policies Branch 
Purchasing & Contracting 
Policies Division 
OASD (S&L) 


K. K. KILGORE 
Assistant Oirecior 
Accounting Poli^ Division 
OASD (CcHop.) 


2 Inels. 

1. TAB A ^ 

2. TAB B 




GENERAL E7ALPATI0N OF INDUSTIg COMMENT 
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AU. Aasociatinns join in a criticism of all of the drafts of Section X7 that 
they hav® seen# and their proposal for "One Set" largely represents these 
criticisms stated as suggestions* We do not believe that there is included 
in the proposals ansrthing new* 

CRITICISMS CF SECTION XT' 

As Indicated above, the« are universal indtistrial complaints that all edit io ns 
of Section X7 have been lass than Just and equitable* NSIA ssys that "the 
principles embody unduly severe restrictions"* NAM expresses the same feeling 
in almost identical words* MAPI says that we talk of reasonableness but we 
then "negate this***general standard by an (objectionable) item-by-item speci- 
fication and definitimi of allowable and unallowable costs"* AMA discloses 
the restrictions to be "selling, distribution and advertising, contributions 
and donations, membership in and activities of trade, business and professional 
^organizations, interest and other financial esqienses, and depreciation and 
contingency reserves"* In so doing, they say affiimatively and strong urge 
that "one set" should recognize Ali ^ ttie legitimate costs of doing business 
without restriction* 

UNIFORMriY IN COST TREATMENT 


Several associations have inferred that there are cost differences which should 
bo recognized as between the several types of contracts and particularly as 
between the cost-reimbursement contracts as a class and the so-called fixed 
price contracts as a class, BUT THE! DID NOT SAI WHAT THE DIFFERENCES WERE* 

They said only that cost reimbursement and pricing were not the same thing* 

AMA and NSIA seemed to recognize the "universal application" caicept of the 
conprehensiva set, although the latter preferred a contract clause for cost 
reliii)ursement purposes* NSIA came closest to e 3 q>ressing uniformity when it 
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sold, in contract negotiations some sort of rules or philosophies are 
logicallj required" and indicates that industries' appMhensions grow from 
the "sefvere restkctiona" of Section This raises the problem of viewing 
each cost element and ascertaining wherein there should be any cost difference* 
CCTMgiTs At this time, we can see only contingencies as a possible area for 
different treatment, and then only where pricing judgments are future in their 
operation* If there are differences, indue tiy must st^port them* 

since industry's "one sot" proposals are the same as their criticisms 
heretofore levelled at Section XV, we must presume that if Section XV were 
to be modified to their satisfaction, uniformity would be well* Therefore, 
we conclude that industry believes that it is not possible at this time to 
get their AIL COSTS kew accepted in Section XV and therefore, seek to estab- 
lish the ALL COSTS basis in "one set"* To do so, they must Contend that there 
is a difference between it and cost reimbursement* 

DIDUSTHT ADVOCATED CONCEIT 

a* The basic objective should be one of fairness and justice to both parties 
to the negotiation, recognizing ALL COSTS OF DOINO BUSINESS to the extent that 
they are (i) allocable and (ii) reasonable* Allowibility and reasonableness 
ai« not further defined and, as to Section XV, industry has said that further 
definition is unnecessary* 

COMMENT! The concepts of alloeability and reasonableness are difficult* 

There are several pbssible bases for allocation, several of which are men- 
tioned by industry* For example, NAM says, "..* we reco^ze that there may 
be unusual situations wherein certain items of cost may apply in less degree 
to Government th» to commercial business* There may be cases where none of 
a particular cost would apply~.or perhaps 100$ in other cases*" 

Again, reasonableness is not defined by industry, except that they 
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say that the expens^^a ought to be in accord with "good” and ’’sound'* business 
practices, AMA. says that whatever it is, it does not include second guessing 
by the Government, They say, "The principles should be baaed on the philoso- 
phy that the contractor has been selected because of reputation, ability and 
organization. Among other things, this means that its organizations must 
function through the Judgments and discretion of its executives in acccm- 
plishing the purpose for idiich the contract has been let," NSIA says roughly 
the same thing. They say, "The Government should have the opportunity to 
review the accoxmting system of the contractor, ., and once approved, ,, the 
results of consistent application of that system should not be questioned, « 

We believe our definitions of the two terms, along with more detailed treat- 
ment in connection with certain individual cost elements, is the nUMimm. 
acceptable, 

b. The principles ought to be FLEXIBLE AND NOT EXPLICIT OR SPECIFIC, AIA 
suggests that the principles be stated in "broad terms", NAM says that 
accounting is not an exact science and precise determinations of all costs is 
not possible and therefore one set should not be "detailed treatment of the 
various cost elements,,* or cover peculiar circumstances or special eases," 

NSIA says that the principles ought to bo "broad in scope, rather than detailed", 
COfflENTi The DOD has always thought that its drafts provided the necessary 
flexibility both as to system and as to range of allowances in those e^qienses 
in which there ought to be a range of allowances ^ Our problem is that we 
can't see how we can act within any reasonable degree of uniformity of policy 
or practice, operating as we do in 100 plus principal purchasing offices and 
using some 6,000 audit personnel without seme specific guidance. Furthermore, 
we believe that UNIFORMITT IS A MUST. In commenting on a previous Section X7 
draft, NSIA seemed to recognize this when they said: "the development of 
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uniformity of treatment Ijy working leivel personnel in the application of cost 
principles” should be one of our objectives. We cannot see that this proper 
uniformity objective is achievable without guidance which is, to a proper 
extent, E3CPLICIT AND SPECIFIC, 

c* Industry reiterates that the test of a valid accounting system should be 
(SMERAIir ACCEPTED ACCOUNTINa PRINCIPLES AND PRACTICES, consistently applied. 
MAM speaks of "flexibility with respect to allowability” and "flexibility as 
to (accounting) systems”. Only NSIA recognises a government interest in the 
^toB. They say that the Government "should have the opportunity to RE7IEW 
the accounting systm and, where... (the) accounting system provides an equit- 
able basis for the allocation of expenses, it should approve it. Once this 
is done, the results of consistent application of that system SHOUID NOT BE 
QUESTIONED." NSIA also speaks against "arbitrary allocation". 

CQOffiNT* The Department of Defense is unable to fully accept either of the 
two above-mentioned philosophies as stated. Our e^erience is that a system 
can be developed and maintained "in accordance with generally accepted 
accounting principles and practices" and yet not necessarily yield costs re- 
lated to the contract performance to the extent required for cost reimbursement 
or to stq>port pricing judgments. Thus, we have accepted the concept in its 
correct sense by adding "applicable In the circumstance." The related point 
on "consistency" we view in the same way. Consistency is essential only so 
long as conditions remain static. When conditiohs change, a system change may 
be required also. Additionally, rather than BLIND TRUST as suggested, we must 
monitor the application of standards to a reasonable degree, 
d. Industry stated that whatever principles are developed ought to bo limited 
in their application to "COST ilEUTED AREAS," But the views were not unanimous 
as to what the coat related areas were. MAPI says that it "sees no reason for 

k 
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the application of coat principles in any form to FIRM, FIXED-PRICE CON- 
TRACTS'*, AMA says the same thing and adds that th^' ought not be applied in 
**instanees of standard commercial product'* nor to "a substantially similar 
modified version thereof" at least in Instances in which pricing ought to be 
by "customary con^etitive factors such as quality, quantity, time of delivery, 
etc*" NSIA states that the set oughi to be applied in. those "negotiated con- 
tracts. ««in which costs constitute to some degree a factor for consideration 
in contract negotiations". NSIA carves out formal advertising and ccn^jetitive 
negotiation idiere "costs do not enter into the negotiations'*. 


CCMMENTi Our views are well expressed in the NSIA words. However, while in 



agre«nent that the eoriBnerclal item would often be the one in which competition 
would tell the pricing story, we cannot see that that should be the basis for 
the exclusion. In the negotiated firm fixed-price contract area, estimated 
costs are often a very important consideration in pricing and ought to be 
evaluate (m a consistent basis. 

e. There were other ideas expressed upon which there ought to be some dis- 
cussions 

1. We ought to rid ourselves of the concept of reimbursability and non- 
reimbursabllity and allowability and non-allowability. 

COMMENT S Under whatever description, we can perceive of no way of e:q>ressing 
yes or no idiich the observer would accept. He actually is saying that there 
is no such thing as an unallowable cost. We don't agree. 

2. Licorporation by reference should not occur at all, was expressed by 
one association. Another said that it should only be incorporated 
in cost reimbursement type contracts. 

COMMENT S We ought to study this point carefully and to determine precisely 
when it ought to be Incorporated by reference. In aiy event, we KNON that 
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it should bs incorporated into coat-type contracts* 

^ Association observes that direct costs do not represent a serious 

problem area— but notes that indirect costs do and, therefore, we 
should give much attention to the indirect cost area. 

COtt^T* Industiy, by and large, has been extremely critical of past efforts 
in clarifying the indirect cost area on the basis that it necessarily involves 
arbitrary allocation of these expenses. Accordingly, in one set we have tried 
to be rather general in our approach. On the basis of the present evidence, 

I believe that our approach is probably correct. 

U* In the matter of the cost treatment of one set, one Association 
suggests that it ought to recognise as legitimate costa all gains 
for which industry has fought so hard in the ASBCA, and although not 
stated, they must logically say, the gains made in the courts. 

We believe that these “gains’* ought to be reappraised on an objec- 
tive basis just as the other coat elements are. To the extent that this con- 
sideration indicates disallowance, they should be disallowed. ASBCA and court 
cases are determinations of existing facts only, which facts sometimes 
for remedial action. 

f • There were several other ideas expressed by industry which are generally 
acceptable to the DOD. These aret 

!• We ought not to let this project interfere with the current enphasis 
firm fixed-price contracting. 

2. Since the total price is Important in fixed-price contracting, we ought 
not to becone so preoccupied with the elements of costs to miss our fundamental 
target— price. Specifically, we ought not to become”proflt-happy", 

3. The concept of allowability may not be made dependent upon a negotia- 
tion-policy coverage must be found. 

h. In pricing, the audit and price analysis aids must be made advisory if 
the one set target is not to result in “formula pricing". 

6 ^ 
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PROPOSED PPIAC AGaENDA ITEM ON "ONE SET” 


We have received the propoaals of five aasociationa presenting their 
views as to the problem of one set of contract cost principles for application 
to all of contracts and all contract situations* As we could e:q>ect, 

there are some siailarities and some dissimilarities of vlews« aikl some pro« 
posals which do not now appear appropriate for application b7 the DQD« For 
this reason, I am dedicating our next meeting to this subject believing that 
from it will result uniformity of purpose* If so, the development work will 


be greatly facilitated* 


Our appraisal of the industry comment brings into view the following 


areas for considerationr 


a* Standards of Cost. The observation is made that one set should 


recognise ALL COSTS CF DOING BUSINESS to the extent that tb^ are 
(i) ALLOCABLE and (ii) REAS^ABLB* The question arises as to the 


meaning of allocable and reasonable* Once we reach a conclusion 


on this question, we will be in a position to apply it in the de« 


termination of standards of cost* 


b* To what extent should there be uniformity of cost treatment under 


the cost aspects of the several kinds of contracts an d the several 


uses within the contracts? 


c* What are the specific COST RELATED AREAS in which an application of 


one set should be made? 


d* Ought this departoent specify accounting standards which may be more 


specific than CENERAUI ACCEPTED ACCOUNTING PRINCIPLES AND PRACTICES? 


Raving determined the standard, to what extent should performance 
under the standard be subject to appraisal by the DOD, particularly 


as to AUocability and Reasonableness* 


TAB B 
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e« Is uDlfonnity of treatment a 7alid obJectlTe? If so« how can wo 
achioTO it if our principles are FLEXIBIfi^ NOT EXPLICIT OR SPECIFIC, 
and ST&TE2) IN BROAD TERIS? 


f, 

g* 

h. 

i. 
k« 



How can one set be cast In terns of yes and no In relation to ele- 
nents of cost If we do not do It in terms of reinbursabillly and 
non^reiinbursabillty and allowability and non-allowabill'fy? 

In what situations should one set be Incorporated by reference? 

Hew should we cover the difficult area of Indirect cost? In terns 
of importance, should it be stressed in cco^rison with direct costs? 
Should the items detexiolned allowable by the ASBCA and tiia courts 
be considered allowable without reappraisal? 

How can we best prevent the publication of one set from interfering 
with the current emphasis on firm fixed-price contracting? 

How can we beat prevent a preoccupation with costs in negotiation 
resulting in failure to negotiate price? 
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June 11, 1957 

THE PROBLEM OF ADOPTING A NEW SET OF COST PRINCIPLES 


Background 

In the summer of 1953, Mr. Bordner, of Mr. McNeil's staff, submitted 
for consideration, of the milil^ry departments a set of cost principles which he 
had drafted which were intended to be applicable to all types of contracts. 

These were immediately opposed by the military departments for a variety of 
reasons, principally because it was believed that the "Applicability" section 
of these principles w ould tie the hands of negotiators in negotiating the prices 
of risk contracts , would subject all pri cing to after-the-fact coat an d p rofi t 
reviews and woiild require a jxistification of ne gotiated f orward pricing in 
terms' of which ^oiected cos ts were ^owed and which were disallowed . It 
wa^teit that this woiild hamstring bargaining, compromise and negotiated 
conclusions. 


t 


As a result a meeting was held in the summer of 1953 attended by 
Mr. McNeil and Mr. Bordner and by Mr. Webster of S&L, with procurement 
representatives of the three military departments. It was concluded at this 
meeting that the problem would be given to an A3PR subcommittee made up o f 
audit and proc urement representatives of the three services. They were to 
use Mr. Bordner' s statement as the take-off point for drafting a revised set of '' 
cost principles applicable to cost reimbursement contracts only (to replace th 
very general statements n ow in Part 2 of Section XV of ASPR for this purpose) . 
It was agreed th at after co mpletion Of this effort , but before pviblication, the 
product would.be reviewecLto determine its s uitability for use as a comprehen- 
sive set of cost pri nciples and decision as to how to publish wotiLd be reserved 
ior tnatTime. 


The ASPR subcommittee was formed and had exhaustive meetings, 
usvially two or three a week, through much o f 1 954 and 1955. Every word was 
carefully considered. Departmental positions were formed, compromised or 
fought out on a wide variety of minor issues. The subcommittee report was 
finally subznitted to the ASPR Committeei with a number of issues remaining. 
The ASPR Comixiittee, through part of 1955 and into 1956. considered these 
issues, resolved many and \iltimately submitted the package, with a few unre- 
solved issues to the Materiel Secretaries. 

Dxiring the final ASPR considerations and whiley^conside ration by 
the Secretaries - through much of 1 956 - a pattern in these issues becam e 
apparent. The Air Force, because it does such a high percentage of its 
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bufline a » •with: cont racto r a who are almost entirely in government work and 
who» therefore, are not suostantially siibject to the discipline imposed by the 
aecessitiea of commercial competition, was in favor of disallowing several 
elements of cos^snch as "profit sharing incentive compensation* ^ which, the 
other departments favored allowing to the extent such costs were kept within 
reasonable limits. These issues along with the whole package were submitted 
to Mr. Wilson in December of 1956 and again in March of 1957. His decision 
h as been to treat profit shari^ costs, most aavertising expense, all contribu- 
*Hons and donations, general research expense not specificaHy treated in the 


contract, sales expense other t 
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In its hearings and report on aircraft procurement last year the 
Special Lxyeatigation. Subcommittee of the House Armed Services Committee 
(the Hebert Subcommittee) brought out and stressed the fact that the practices 
of the Navy a nd the Air Forc e with respect to cost allowaprfts in airframe 
Cont racts were ditlerent. _ liiis c o mmittee pointed out that it was the immedi- 
afe ras pftn s'ih ilitv of the Dep^tment of~33efenae to elimin ate these differences. 
On. May 15 of this ye ar, the Special Counsel of this Subcommittee. a. letter 
to General tihormley , has put us on notice that the same issues will again 
arise m the hearings on procurement of aircraft engines next month. This 
Committee talks in terms of Part 2 of Section XV of ASPR arid they migSlie 
satisfred if that Section, were issued .^ However, the contracti they >iave~ ‘ 
"invesT" 


~hav6 beenTargel y of the incentive type or other negotiated types 
not directly affected by Section XV, Part 2. _ 

In the past, audits in connection with pricing have been conducted in 
the light of the present Part 2 of Section XV. Hence, the cos t principles which 
are contained therein to govern questions of co'st allowability imder cost rairrt- 
*Sur8ement contracts are also used by the auditor in setti ng out costs fo^ 
*speclat~cChsideratioh by t ne neg otiator when preparing adviso ry audits in 
'^connection with negotiated price contracts. To a very large extent, then, costs 
'^hlch arb disallowed as a matter o£ regulatIo£ unoer cost ruimburuement c5ti'-"’ 
tracts ^e, in fact, excluded from pricmg m other contracts. Hence, if the ~ 
proposea r-ari 2 Of Section XV were issued with its rather stringent disallowanp 
it would inevitably be carried over into the pricing of other Itees of contracts. 
This might have the effect of rendering it more difficult to adopt less stringent 
rules with respect to sucn otner types m tne luture. ’ 


Summary of Present Situation 


We presently have available for issuance to replace Part 2, Section XV 


of ASPR a proposed set of cosTprinciples applicable~t> y its own terms only to 
cost reimbursemept contracts. This has been fully coordinated within the 
Department oi JJetens^ When coordinated with industry there was considerable 
objection to its restrictions. The changes made as a result of discussions with 


Mr. Wilson, all of which added restrictions, have not been coordinated .with 
industry. ■ 

We also have a complete draf t of a comprehensive set of cost principles 
which >tag -rar-eived no coordination, either with industry or within the Depart- 
ment of Defense. ^ " 


The present line-up of the parties at interest is believed to be as 
follows: 
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Mr. Wilson has approved Part 2, Section XV woxild 
have been willing to issue it but for Mr. McNeil's objection. 

Mr. Wilson has not seen the comprehensive set and there are 
differing guesses as to whether he would approve it. 

Mr. McNeil is completely opposed to the issuance of 
Part 2, Section XV both because he considers it too restrictive 
and because he feels that the real need is for a set of cost 
principles for comprehensive application and not for a new set 
of principles for cost reimbursement. 

The Air Force wants Part 2, Section XV issued immediately 
and can be expected to oppose the present draft of the comprehen- 
sive set either before or after the issuance of Part 2 of Section XV. 

The Navy and the Aarmy botb feel that the present draft of 
Section XV, Pairt 2 is too restrictive, but would vastly prefer to 
have it issued to inaction. They point out the real embarrassment 
that continued OOD inaction in this field can cause all of us. They 
botb recognize a continuing need for a comprehensive set of cost 
principles and probably, but for the delay factor, would generally 
support the new draft. 


Industry can be ejected to react violently if Section XV, Part 2 




In favor of immediate issuance 


1. It is finished, coordinated and agreed to in detail 
by Sec/Def. 

i 

2. It is the cxilmination of a vast amount of committee 
work. It will pin down, for the record, a large number 
of agreements on principle and language which were 
reached only after much effort aind compromise. 

3. It will probably satisfy the Hebsrt Subcpmmittee in 
connection withlts Jvily hearings. 
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4, It ia likely that the principles will be used in. connection 
with all pricing and, therefore, the effects of a compre- 
hensive set can be achieved immediately. 

Opposed to issuance 



1 


1. We have presently in ASPR, a set of cost principle s 
applicable to co st rei m burseme nt rontrarts. There is 
no particular need for a new set. What is needed is a 
set which is applicable to all contracts. 

2. Because of its austerity, industry will fight it as hard as 

possible. This opposition is likely to lead to firm indus- 
try opposition to any comprehensive set for fear that this, 
also, wotild reflect this pattern of disallowances. Indus- 
try opposition will be particularly strong because they 
were not consulted on the most recent cnanges. “ 


3. Part 2, Section XV will not satisfy the GAO or the Hous e 
Appropriatio ns Committee since, by its terms, it is only 
applicable to cost reimbursement contracts. They specifi- 
cally want a comprehensive set.. 


4, PartZ, Section XV, which will probably be used to some 
extent in connection with all pricing, is unsuited for such 
uscj. It treats as unallowable or requires special contractiv#al 
treatment of costs which most parties wotild agree should be 
cLllowed if incurred subject to the disciplines of commercial 
competition. The allocation of such costs to government 
work should be controlled as to reasonableness but they 
should not be uniformly disallowed. This is the w rong way 
to arrivft ultimately at a sttitable comprehensive set. 


Special Arguments Related to Proceeding with the Presently Drafted Compre- 
hensive Set 

In favor of proceeding 

1. Such a set now appears feasible since we can apparently 
now agree with the Comptroller on our “applicability'' 
section. 

2. If there were not extended internal disagreements, it 
could probably be coordinated quickly. 
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3. I£ we were to proceed on this basis immediately, we 
coiild probably satisfy the Hebert Subcommittee in July 
and satisfy the Appropriations Committee and GAO 

quicker than any other course. 

Opposed to proceeding 

The Air Force will immediately oppose it and, hence, a 
delay is inevitable. 

2. The Air Force will probably bring the proposed treatment 

of such factors as "profit sharing incentive payments", 
"advertising", "contributions and donations", "general 
research", et al to Mr. Wilson's at tention im mediately. 

WnrTp. Mr. Shannon thinks that Mr. Wilson will agree to 
\ a different treatment of such costs in cost principles used 
/ predominantly for negotiating risk contracts, as contrasted 
I with principles used in cost reimbuxsement, this is not 

( clear. In any event, the comprehensive set cannot be 
issued without joining this issue before Mr. Wilson. 

Conclusion 

In view of Mr. McfNeil's opposition to issuing Part 2, Section XV in 
its present form and the Air Force insistence on this issuance, coupled with 
the predictable Air Force opposition to the presently drafted comprehensive, 
set it is clear another decision by Mr. Wilson is inevitable. It would be 
very desirable if such a decision were a comprehensive one that resolves all 
of the issues that appear in this paper. The parties principally at interest 
should be able to present their arguments to Mr. Wilson. This could not be 
done as matters now stand, since neither the Air Force nor the other military 
departments has yet seen the comprehensive set of cost principles. Hence if 
we were to seek a final <^cision on aU issues from Mr. WHson, we would first 
need a briefing session with the military departments and we would have to 
allow them enough time to marshal their arguments on these issues. 

It is my opinion that we should support the comprehensive set in 
substantially its present form. 

J£ Mr. Wilson will not approve this set I think we shoxild proceed with 
the issuance of Fart 2, Section XV. . 

G.^. BANNERMAN 

Director for Procurement Policy 
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(h,y Contributiona and Ponatlong< 

(1) Rsoflonabla oontributiona and doxuLtioua to oatabllahed 
nonprofit obarltable*. aolentlflo^ and oduoatlonal. organlxationa are alloV'» 
able if they (i) laay reaaonably be expected to reault in foture beneflta 
to the oontraotor through adTanoing^ direotly or indirectly^ the teohnology 
of hia induatry or inoreaaing the aupply of trained manpower arailable to it^ 

(ii) are in lieu of the ooat of aioilar faoilitiea which the oontraotor would 
hare to proride* auoh aa employee medioal or recreational faoilitiea* (ill) 

^ve expected of the oontraotor by the ocmsunity and it oan reaaonably bo 
- expeoted that the preatige of iHaa oontraotor In the eommonity. would, anffer 
. through the leak of such oontrlbutiona^or (ir) are oontributiona tot locals oiril 
defense funda* or to local oiriL defense projeota for use in the ooBBunity in, , 
whioh the oontraotor operates* : (But see ASFR 15<»204*1 (b) ^ ^ ^ ^ * 

-r . ■■ S.-;- . 'v 

(2) The reasonableness of the amount of particular oontrl* ' 


butiona and the aggregate thereof for eaoh fiscal period must ordinarily be^ 
judged in the ll^t of^ the pattern of past oontributiona * payttonlWriy 
made- prior to the placing of (loverDBent bonICraots* and should also.' be judged- 
in the light of the ^eaenoe or absence of restraints ooourri^ in thb oohduot. 
of oompetitiTe buaineaa* The asx>tmt of . each allowable oontrlbution muat be 
deductible for purposes of Federal ijMome tax* but this 
in- itself* justifjr/ adlowability . as e oontraot.' oosW; ^ ■ . 




: c Compensation for services rendered paid to partners 
a°d soi® proprietors in lieu of salar 7 will be allowed to the extent that 
it is reasonable and does not const ituta a distribution of profits* 

d In addition to the general lequirements set forth 
in a through c above, certain forms of compensation are subject to further 
requirements as specified in (2) through (lo) below.' 

(2) Salaries and 'Wages . • Salaries and wages for current serviceis 
inciude gross coi^ensation paid to employees in the form of cash, products, or' 
seirvices, and may include payroll taxes, workmen’s conp>ensation insurance, and 
th^ cost of supplemental unenqjloyment benefit plans, and ar« allowable svibjecb ^ ^ 

' to the qualificatioiis of (8) belbwi ^f erred wages and salaries are allowable J 

. to. the extert authorized in (6) below.\ i..-y 

^ (3) Cash Bonuses and Incertive Compensation * Cash bonuses ..' ; 

and incentive corapen ggition^^ether or nol^ dependent upon or measured, by profits ) 
based Oh production, • cost reduction, or efficient management or performance,. .. 

. .■ and suggestion awards and safety awards, are^ allowab le' to the extent paidv or 
: accrued piarsuant, to an agreement entered into in good faith between the - 
I contractor and the eiiployees; before the s ervices were rendered, or pursuant to > ; 

\; an established plan followed by the contractor' so consistently as to imply, “ l > 


in eff ect,, a^ asreementyto make. 


by. the contractor; so consistently as to imply^^^^' k 
ike^siich^: payn^nt*(But: see ASHl 15-20U.1 (b)). 

9^-'. r 


Deferred bonuses and incentive compensation are aU,owable to the extent J ' 
authorized in (6j below. . ■' ■ ; .y --y- ' ..-y ; .-'‘''y ■ ?■ ’ 


y (U) Bonuses and Incentive Compensation fttid In Stock . 

Costs of: bonuses and incentive coopehsatioh paid in the stock, of the contractor^ : 
or of an affiliate, .are allowable t p, the extent set forth in (3) above (in- 
cluding the incorporation of the principles of paragraph (6) below for deferred . 
bonuses add incentive compensation), subject to the following additional require- 




nentat' 



(i) TOluation placed pn^the stock shall be the 
jV ‘ yel^ie^ deterninediippii the mobt 

aviailablej aM- ‘v 



^9^ prior to ac^^ltibh by 
i h6 en^pjr^a ber aribje^, to 

V to. the: possibilities ', 

not' a^ piwb -; : \: 




;aUoiaWe^M ^- 




•. ■ -lt -_iL r‘ .~^''r%'!i‘^:'- ' “ ~i' ^ ^ \ ■ .-: ^' r ;.'■"■ /.;/'?- -7 • vO -v. -'.V’ •-- / . 




■' ■*'^'*?*^, to the priiclplei 1^ forth bslrtt., '! . 

- ■ ■.-■'.’■J^'-' . ;<K Deferred ' CbmDensatiort:-"?^^^ -4 •'•■' --V 




: ■. -5 : ■*®' coroenaati^^ - --rg iff '.' ■ • 
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not paid uritil after the ccaspletion of the year in which the services are 


reaiered, except that it does not include normal end of accounting period 
accruals* It’ incites (i) contributions to pension, annuity, stock bonus, and 
profit sharing plans 5 ( ii) disabUity, withdrawal, insurance, survivorship, and 
similar benefits > and (iii). other deferred condensation, such as .salaries and 


wages and bonuses and incentive awards, whether paid in cash or. ^ s^^ 


y b ' Deferred compensation is allowable^ to the extent y- 
that (i) it is for services rendered diaring the contract period} (ii) it is, 
together with all other cojig)ensatipn paid to the aidloyee, reasoiiable in ; 

< < ) -tt i« i»id pursuant to an agreoaent entewd^ into Ih g^^ ; 


faithybetween the cort endloj^s before the Mrvices are;x^i^ 


or pursuant to an established pl^ followed by the'contractory so com 
as td id effect, an agreewnt to 

^'(BUtysee^'ASI^>i5^!2Di^•l(6 ;.V'; ^ 


^-4;, in' determining';. the .''CO^ .of deferred compensation . >y. 

% >11 contract . appropriete'aditisiaieiitsy Mde f / *- 

cre d i t s" or na out of both^npimial and ebiMJ^i enployM t 

anyy other contingencies that can result in a forfeiture by endlojrees. 


condensation. Adjustnents shaU^ only for forfeitwes ,:<• 

w hich d 1 r «*«t^y or indirectly inure to the benefit' ; of tb» contractor} forfeit 


i}w^ of other -endloyeea covered a deferred con^hsatiott 

plan with, no reduction in the contractor* s cosits/^ rerna^y giye; r 


adjustment in contract costs. Adjustments f or ; nbrnal onployees tutoyer sha^ 


be iMsed on the contractor's e:d®rience and bn fcreseM^ prospects, pni 
do reflected in the amount of cost currently allowables S^chfa^ustaients ^ 


will be unnecessary to the extent that the contractor can demonrtrete th»% its 


contributioM take into accouiit normal forDtfStures. Adjustnwnts fw possible 
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be effected according to the. following rules* 
(i) abnormal forfeitures that are f oreseeable and 

, - reasonable accuracy, bj actuarial or other 

sound computation, shall be reflected hy 
]:rZ ' ' an adjustment of current cbsta. otherwise : 

^'" aillowab^j aiidr . 

V abnormal; forfeituresp not isithia (i) abc^^ 

; - may be; made- the subject of apeement between 

^ ^ the ftipi y ar t yr a nt ■ anii. the^ coiitra^OT either ^ > 

’K-' ■:.'•■ ■ ■.-•■■ ■ ■• ' ': as-.td aa'e^itihlei adjustias^^^ a^hoi;^;:, 

of determiidnigr.i^chadjt^^ ;r;v;: 

-Iir.determinin^'whethw^^^ 

^■ia 'fcti?. seryicea; rendered-during" the'c^ntra^''!^ ',f% 

^"^i?^ir'.b^ider^ion;shail&ig^^ 

,' -pa^nsntV su^^ M requiremej^a; of ' cqrititDaed ;.en^ 

/■ Iet^me^by‘'a^^coyena^ts^>^Jth’ compete^ 

t** •t'^barMSQgt of past, serricer credits?: rf . pension and anan^t P^**^** V?? 

(tY Fringe Benef See 

Overt^^^la-ftr ShWand^ t^ 

.v:i‘ ;x'.V (lo) >'^suranca_j|nd^_Ind9ma^ic^io^';;.* - Se#;' (p)* 



^ ^ ^ : a» Con^sensatioa for personal' serrices includes atl,^^ 

reimwration paid or accrued, in idiatever form and whether paid' 
r®*" seryices rendered by amplojrees to the Gohtragrf-.mv 

ihie juried of , coiitract perf ormance* , It includes , but- is • not>'liid.t t O#- 

directors-*, and executire. committee - meii^ra*^^ 

^®^^^® stock op*ions>* fringe; .beWiisk aijd coht^ 

ta: ^n3l^ annuity^, i^ock^bonus 
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Subject.- tbii^t^^ 

>? mch costa ' are 


llJoLtationsJsi^^ 

?°“5»nsation. of vi^itridua^: ei^os^es^^^ 


- ' ' T T ^ -X, V* ■'■ ■■ -ii-yi . -*■ 

;Paid^is:Troasonabla:‘for: the serricest-reikieredi.'''"^' - -'0 

A "v 4 ; r* XmMA W« ;•*. 



^o^^ hf ea, for similar series 


'' * ■'■irt hmd]^^ 


and 
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additi^^ 
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iSIS IS^OluZ has been stated so as . to af^ broadly to ,naiy aoeonnttni . 
sjratem in contras situations. as' '4o any given .ontraot the 

reasonableness and aUooaMlity of eertaln of the itens- of cost identified . ' 

. bdos in thl, paragraph (b) nay be dlfficnlt to deteiaine, partionlarly ih^ . 
the case of oontractors i«e business is‘ predonlnanUy or,«xl«tantieui ' ' " 
With th, Goven^ent. ih order to avoid ^oe^nt disaUowa»e based on^^:' -^ 

. wnreasonableness or ncu^WooahlU the extent of aIlo«bility i 

, o«ts ,sh<aad be spedfioally negottat^ and e«reed to ln advano^ 

. ^I^to,^ ino^ each cost, cost^^shnehtS^e; ' 

W ? .;( ■ 

retroactive price^redetenidjiatloiu 

-V. V V ■ - - ^ ADjr such agreement should be Incorporated • 

la oosbwednbursanent oontraots-or nade=a Sart of the 
.. : ^ ^ the contract. 

tte case of negotiated ilxed.^,rlce ty^^^ - X 
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sections- ol the^ cdst" 
remajji ii^'d^ Tlieisre arel&Acr 

• Sfiptipn. oit jcdntributiods- a rid dbnatioaa and tha'^. -i 
the compensation' art-iigTi^on stocks 
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T. A* Pllaoa 

f^roeursaent IVillciee & Bagolations Dlv* 


SUBJECT f 


Con^refaeneiTe Set • Rationale fbr lllowbilitj of Stock ODtione ae 
Cosfjensatioo* 




^ t^ "comprehensive* sot, the oonisenaation principle has been entirely 

accepted teo basie concepts, strong nrgedS^ 
industry in the industry proposals. ^ 


■'< ^v 


(l) That if the expense is pajeent to the eanloyee for serTicea 
rendered, 3 IS A COST to the contractor, »r*i 


^ 1® a coatractor, the DCO has the fundanental 

y f. «» tHe caapensation is reasonable 

' u 111 of tbs 


-44.W Hr rw^ts in the conclusion that the DOD should not eosoera itself 
v»a the compensation technique emiloyed, but should dedicate its atteation to 

i.e., shether the total eompensetioa to the iolividuel. 
techniquee Is employed, la reasomhle la 

iigBt Of the services rendered. 


bellsve^that the treataent provided in the *eoniprehanslve* set results 
i# fw**** goremasnt and to the contractor. In the past devAopouit 

^ argiBMt that reasohahleoass of 

^nsM is difflc^ to assure under cerUla tt the techniques, ani te as a 

^ certain techniques would result in greater expendlbrofS 
defanao produc^. In connection therewith, attention is called to ths basin 
prlnclplee adopM at the outset of the *eoBprebeoslve» effort, wherein it is stetedt 


Our objective on^st to be fairness end equity in 
developoent of »one set* of cost principles, 
we shooM not deny nor rsatrlet ellQwabllity of s ’ 

. coat otherel ee fair beeeose it would be cMtly to 
the govenaent, w beeeose reesonsbleness of •m^wni L 
in difficult to assttzw.* 


^ f«ln*w u to b» mt^rrei 


^^9tion arises as to whether the costs of stock optioM are to be 
?• the Individual for servleee rSdered. If they are. 

^ ^oeabUity of the stock opt^techaiSir IS 

<tecl^ a ease x^ntly which giyes guidance on this proSa^ and to 
p», ecmduelTe suidance. Tl» Ca«!a i. .... «« w 


^ uouru <»om a ease r^ntly which giyes guidance on this proWLa^ end to 

^ Comalasioner of Internal Revenue, mitioner. 

®P^8^^n^^a*ato(^ at li j- L ^ that case, Lo Bus was given e serlse of stod 

7tOT«Meee stock at greet bergala prices, by his eaployer, in recognition of 




*eontrlbutloa ani •ffoH* in nakiog tba operatioa of tha companj successful*” 
Lo Bua axerelsod bltr qptleo to bla adTantage*. In the suit for taxes on tha galn> 

La Bua contended- that t 

”Tha said options were not Intended Iqr the Corporation or 
the petitioner to constitute additional conpeneatlon but were granted 
; to' permit the petitioner to acquire a p^prietary intereat in the 
Corporation and to provide him with tha Interest in tha auccesaful 
operation of the Corporation deriving from an oenerablp interest*”. 

The Tax Court stated the issue this eayt* 

. ”Lo Bus bad a taxable gain if the options were Intended ae cojqpanaation ; 
but not If the qptlona vere designed to provide hia with *d proprietary ^ 
Interest in the business 
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DEPARTMENT OF DEFENSE 
OFFICE OF GENERAL COUNSEL 
WASHINGTON 25, D. C. 



August 6, 1957 


msMASDim FOR m, q. c, bannermah • 

Director for Rrocurement Polic7 

Office of the Assistant Secretazy of Defense 

(Supply and Logistics) 

SUBJECT: Tjreataeat of Stock Option Arrangefflents as Costs by Contraetore 


Seforence Is made to your meaarandtai dated July 25, 1957, la vhleh. 
you ask the question ^Aether it is legally proper for the Gorerrsanxt to 
pay as part of the cost of a eontraot the asiount that represents the 
difference in the fair market ralue of stock in the company usd the price 
at uhich the stock is offered an ei^loyee under an employee stock option 
pian.^ ■ ' ■. - r;'’. '■ 

' . While it is tediaically legal for the GoTwmnent. to coD^naate a v \ 
c ontrac tor for any legal expense, the question arises Aether or i»t thei 
Goremaent should compensate a eontraetor for an expense not permitt^ aa -- " 

e husinese expense under Section 162 of the Internal Revenue Code of 1954* 

, Section A21 of the Internal! ReTenoo Coda jroyidea that if an - 
e^loyee purchasee stock under a restricted stock option, no income shall 
result to the indiridual at the time of transfer of such share upon him 
I exareiso of the option and that no deduction is allovable to any time to 
the a^loyer under Section 162 (relating to. trade and bueinees expenses)* 

A restricted stock option 1» defined as an option granted to an ' ^ ^ ^ 
for any reason conneated with his eBq>loymsnt by a e<»‘poration. 

If ^teted by the employer corporation or ita parent or subsldiaty 

Mrparatlon^ to purchase stock of ang^ auch corporations, but only if 

- ; ;; at -'Isast' 35 ; peT' coat of the fair'’ ' 

market value at such time of the atock aublect tQ.-th#- ■■'!!!- 
■■ v-r ’ . N " 

I^« the option by ita terms not^ Is^knsf erable by such. 

except by will or lavs of descent and 

distribution, and is exerciqehle>duriBg^ his lifetime 

. only by him, . 1^1 'nC i-^v o- v ^ 





m 


o* IndiTldual doo no% ova aoro than 10 per cent of tho 
r voting poww of all olaeseo of atook (with 

. otDPtaia exeeptloaji) 9 and 

d» tluft option la not exerolsablo after the emlpatloa of 
^611 3recrfl Arott th# d4t0 th4 option i# graotsd# 

are o? «i 9 >ioyee ftook optlona 

are now of the reatrloted type la order to peradt the eotployee to avoid 

appear anonaloqa for the Departsent of 
^ generoua than the Internal Revenue Service* 

" _ ; ' ' meaurandna did not ralae the qwatloa* thla office 

expreacM an Interest in Itea (oo). Taxes, on pare 26^ ThlTarie 1^ 
conaideratlon thle office aTTreeulW litlgatioa 

^ further into thla propoead^aeotloa ^ 
to ooanant on the subject at e later da^, ^ 


iasiatant^^ Genwal^ Cotaael (I^atiM)^l 


♦ 


•••■.■■- •' t r 

■ V'.' - .« ■- 
- .-S .. T . -. . - 










ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 29. D. C. 




0UPP1.Y AND LOQfSTfCS 


MEMORANDUM FOR THE SECRETARY OF DEFENSE 


SUBJECT: Contract Cost Principles 


SEP 2 7 1957 


I 


There is attached a comprehensive set of contract cost principles, 
designed for use in all types of pricing situations where costs are a factor 
in our contracts with commercial organizations. These principles will be 
' used for accumulating, reporting and evaluating costs and cost estimates in 
\ connection with fixed price negotiations, price re determination negotiations, 
t cost allowances in cost reimbursement contracts and in the settlement of 
* terminated contracts. Thus they will be used in connection with contracts 
having a high element of risk as well as in contracts with relatively little 
- risk. Subject to the resolution of one remaining issue, which is described 
^ below, it is proposed that this set of cost principles be furnished immediate- 
[ ly to the industrial associations for comment and, after fxill consideration of 

b such comments and appropriate modifications of the principles, that they be 
incorporated in the Armed Services Procurement Regulation. 

^ This set of cost principles is the result of an immense amount of 

* work by many people. A large munber of controversial issues have been re* 

^ solved and the resultant principles, subject to one unresolved issue, have 
^ the full support of all interested elements within the Department. 

I The remaining issue is concerned with the treatment of cash bonuses . 

^ and incentive compensation which are dependent upon or measured by profits. 

^ The Secretary of the Air Force is of the opinion that this portion of compensa- 
tion should never be allowed or treated as a cost. The other Departments, 

Mr. McNeil and I are of the opinion that, where a contractor's income is pre- 
^ dominantly derived from non-governmental work or from governmental work 
obtained as a result of price competition or from a combination of the two, 
the payment of bonuses or incentive compensation dependent upon or meabtired 
by profits sho\ild be allowed or treated as a cost provided* the total compensation 
is reasonable. There are' attached statements in support of each of these 
positions. 


haclosures 


T>EBK1N3 McGuire 
A ssistant Secretary of Defense 
(Supply and Logistics) 
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NUMBER 4105.49 
DATE April 8, 1958 




SUBJECT 


Department of Defense Instruction 


ASD(S&L) 


Contractors' Costs for the Recruitment of Engineering 
and Scientific Personnel 



I. PDHPOSB 

The purpose of this Instruotion is to prescribe the beisio 
policy to be followed an^ the basic criteria to be used in deter- 
minins reasonableness of costs incurred by contractors in connec- 
tion with the recruitment of engineering and scientific personnel* 

II. APPLICABILITY 

The provisions of this Instruotion apply in all cases where the 
determination of reasonableness of subject costs is a necessary 
adjunct to proper contract pricing* 

III. GEKERAL 

There exists a strong nationwide demand for engineering and 
scientific personnel created by the rapid pace of technological 
develoEment. This, together with the fact that the supply of suoh 
personnel is limited, has brought about an intense oompetition to 
recruit and hold qualified personnel and has led to oostly recruit- 
ment programs and practices. This in turn has pointed up the need 
for assuring that contractors’ rooruitment costs are maintained at 
a reasonable level. Statistical data oompiled with respect to selected 
contractors reveal extremely wide differences in such important 
conditions affecting recruitment eis the nature of operations, the 
size of engineering and scientific staffs maintained, the amount 
and nature of reorulizaent costs incurred, the number of new employees 
hired, and the rate of employee turnover. In view of these differences, 
it is clear that the establishment of fixed quantitative standards 
to measure reasonableness is not practicable and that reasonableness 
must be judged on a oase-by-oase basis* 

17 , POLICY 

Reasonableness of recruitment costs will bo determined on a 
case-by-oase basis, taking into consideration all of the conditions 
bearing on the particular case, including the magnitude of the 
recruitment problem, the effectiveness of the control and administra- 
tion exercised with respect to the formulation, direction cost 
of recruitment programs and practices, and the effectiveness of the 
recruitment programs and practices themselves* 


V. 


CRITERIA. 


In determini ng reasonableneee of reortdtment costs, due weight 
shall be given to the following oriterlas 

(1) Bvidenoe of effective budgetary control of recruitment costs* 

(2) Bvidenoe of effective administrative control and direction in 
the formulation and operation of recruitment programs* 

(3) Evidence of other effective controls and reviews to detect 
and prevent indiscriminate, imprudent, and costly recruitment 
praotioes* 

(4) Bvidenoe that the size of the engineering and soientifio staffs 
recruited and maintained is in keeping with workload requirements. 

(5) Evidence of effective analysis to determine the cause and effect 
of the rate of employee turnover* 

(6) Evidence that payments of allowances to new and prospective 
employees are reasonable and governed by established policy* 

(7) Evidence that salaries and fringe benefits, including educational 

benefits, offered to new employees are reaeonable and governed 
by established policy* ' 

(8) Bvidenoe of violations of recruiting ethics in the form of 
proselyting* 

VI* mPLEMENTATIOE 

^h military department shall take appropriate action to assure that 
its existing instructions are consistent with this instruction* Pour 
copies of existing or additional Instructions necessary to iamlement 
this Instruction will be submitted to the Assistant Secretary of De- 
fense (Supply and Logistics) within 30 days from the date hereof* 

VII, jjjtPtXjTIVB nATB 

This Instruction is effeotive upon publioation. 





Assistant Secretary of Defense 
Supply and Logistics . 
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W* J* IfoNEIL 

Assistant Secretary of Defense 
Comptroller 
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?'.•»?!*** pa^faaal ta «a Agraamaat aatara4 iata to iaa4 

£iUli batvaaa tha caatriataa «tt4 (ba amployaaa bafaya Um •arvtaaa 
wara raadaaad, •»!»*»««* to «atabUaba4 ^ /oUawad by tba 

cai^Mtaa «a aaaalataatly aa ta imiay, to afCact, aa af r«amm la 
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®OEAroac PDB THS ASS33TAfflr SSCHgTiBI OF DOTB* (SUPHX ^ 

SOBOECTf Contract Cost ft-liiclplas 


SUPPLY AND LOQISTICS ' 


iBD LOGISTICS) 



^tract Cost S^o^as"ta**rfvS*aSct^ W Sapt«^ I957 draft of tbs 
Jfr. Hdnror ts wiOl as If ^ <*««lalens aads hr 

forwdlag to lixtartty ta^oSt Si’!..! T fbr 

Industry naetlng for aarly Octob«r T«?Tr ^ !f? Planning to sst onr 

_ propoMlfor tta ooi»tart 

1 Soerotoiy ^ '**ff *^* ■•«• Ir tio 

6 togBot 1953 aootlngj “ •!»«* “ «» «»ipm»«tlott prladpl* .* So 

«uoiido''2rt^ : n 

■ ttfookihait wo would y*^**™***^”” prladplo to tto 

tax ptirpososo coBpsnsation not dsdnetlhls for^^ 

V^^t.)! ”p<» » ■•••uMd 

•**"••• »« Ofiaiod^ *^Jo«tlo«™*Jdd^S!f of "rOMoo^' 

*^*w* ih* rsasonahUasss of total pldsllnss or standards to ^ 

prssttsa^, ^ bo d«^<^ to tbo 

^ W dtMtlOBoV 

tjo s^arS! Sittdo^t ocnpansatloa during 

tlon^ow that prarlously ^ S^thn Increasad ocapwis^ 

.Uowlo* profl pJ?inoS^X«?lS."' ^ 



Mcelroy MEErmcr on cost principles -- 8/6/58 

1. Afproved cohereiJt of includiJag incent^yii) the profit 

Sharing type as part of totel compensation, subject to reasonableness. 

) 

2. Include a caviat that we do not allow any part of con^jensation not 
eLLLowed for tax purposes. 

3» Delete parentheses (whether or not dependent v^)on or measured by 
profits) from' suggested treatment in 8/4 mano. 

__ 4. Consider if we can beef-up definition of "reasonableness" as 
applied to compensation. 

5« Provide procedure for Joint consideration of determination of 
reasonableness by three departments fdien condensation is large and business 
is predo min a t ely with the Government. This may best be handled separately 
throu^ an administrative instruction. 

6. Provide for seme type of control of total ccsdensatlon during 

tr an sition period so as to preclude Increases in total condsnsatlon, 
above that heretpfore allowed, merely as a result of our policy change. 

“■7* Develop, £is best we can, additional guidelines or standards 

to measure reasonableness of total condensation. 

\ 

8# Sulxnlt entire package to Hebert Committee after Issiiance# 


to» Mct jpviBtSita tm 


of tnmdoo opfXiooAioio# 


Att% yolBl ia tbla 
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t|9« MolnaW. Mi’ M^Mieto. 'Mt-' 




jAWmi 9 *^^ ^ flMdkfHM 




Uttti 






«0Bt»Mt* Oiiy tii faflTMlit af tk?M 
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MBMORANDUM for the i^lSIASS SEXSBUm OP iSSESSB (SOPILr m LOGISTICS) 
SUBJECT I Contract Cost Priaolplas 




Wa ara la tha proeasa of changing tha 10 Saptcaber 1957 av 

Cort erl».5l.. to gl,r^ to tb. pJoSloitSo^^'^ 

Mr. M«Lr<?y as vail as cartala othar ehaagas vhieh vara iadieatad Sr ^ 
Indnstiy eonants. I estiaata that va vlll hava a nav draft avallSi. 
forvardiag to industrj la ahont tvo vaaks. Va ara to 

Indastrr Boating for aarly Ootobar. I vlll provlda you vlth a soacSia 
proposal for tha conduct of this aaating la tha naar futura. 

o J* y undorstaadlag that tha foUovlng daolsioas vara aada hr tha 
Sacrat^ of Defansa vith raspaet to tha coapaasatloa prlndpla at tha 
o August 1958 aaating t 

. 1* Incantlya ooapaasatlon of tha profit sharing typa vould ' 

ha aa allovabla cost to ba consldarad as a portion of total eoapansatlon. 
Total coapansatlon vould, of coursa, ba subjaot to tha overall test of 
raasoaahlaaass. 

+v f* a provlsloa la tha eo^iansatloa prindpla to tha 

affaot that va vould not allow any part of ooiqpanaatlon not daduetlbla for 
tax purposas*..' 

V- words "(tdiathar or not dapaadant upon or aaasurad 

by profits)* ftoa tha paragraph antitlad “Cash Bonusas and Incantiva 
Co^ansatioB* la your asMrandia of 4 August 1958 to tha Sacratazy of Dafaasa. 

^ . . 4« Endwyor, as bast va can, to axpaad our traataaat of "raasoa- 

ablaaass* as ^lad to coapaasatloa^ Additional gddallnas or standards to 
aaas!^ tha raasoaahlaaass of total oompaasatloa should ba davalepad to tha 
extmt praetieabl#i ' ' 

ftovlda for JolnVaetloa by tha DapartBaats la those dtuatloas 
v^ra there Is aaatud intarast and whaara the dataznlaatloa as to tha raasoa* 

aWLaaasa of ocapaasatlon Is difficult. «• 

*. +:■ .J; ^or scoa ^pa of control over total eonpansatloa during 

par^ so as to praduda tha allovaaoa of Incraasad ooapanaa- 
^ oa^aay aaraly by raasoa of our action 
la allovlng profit sharing plans as part of total oos^tansatloa. 


-0 



.«,r w. th. H4fc.rt 


Conn&lttg^ 


jfj*» C. BANMEEMAH 
Dire^or for Ptootireawnt Poll<^ 


^So (S41\ 
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owaunai w» « usisim asmaa o» DJBmKswai ud toojsnes) 

WKtl (SoiitraMMm ai **"*^““** 

1 *. xM»»8«dm of 17 Sopt«bor T»l*f • «P «»• <joo«Uo« of 

U,5l^S Ltrltetlew »d donrtlo... B* «».« . 

' i»gltlMt*.l»ola*«*.**P^****** 

• th«t ih« oUowtbuW of oe^HbotloM 0^ 

Sek lo laoludod la tta ofoada 

A B»— l«tf*»*»y a* llimi iTl * -***' s*«»»t •'.»T rf S»ftM* 1* 

'-•^JSrtSSMl “iSSw tTtti. uti« «- ' 

tkf. 2ada«trf .oad ^SoforaBoat po»l^Mi^-v^;v;.-:;v,^ 

, TWhaator Foaitioa '^';v;---'; 

<»4-^ A# iii oafaii^ W tko V ^ 

al4 la tk« donlopBogt of tookaiool oda^ otiw^ oiid/ ^ •. 

; Tteoo oooio’ o*m dodaotlkl* for, tea- porpoMO* _ 


A ti» ixioi^ of eoairttwlltti* on* dMwtioko *^*f*£l^ 

la tko iBolUoa ^ kjl^ ottoto i.U«?^of 

boor M roiUtloa to iho ooBdoot of gororoBoat oorr*- *• « 
i«l poUtf ikior oeoio boro aotor booa ollowod wdor ny prior coot priaol 
fodl- that VO riJoolA JB* choaia t^ poUqr* 

tbo SooroUry ogro^ that oor poktloB wo pwr tho porpoio of tho 

; eoBloat .of'tlM' wotiag* , 






rt tkia SSj^ !• Jh^SS^SwiSlS^itt 

ttLWiaw;' lu «Bt,ibS<»^Sn^e^i*®f!iS »»«&» »or a 

Md« to tlM ira«i S«r»lc«» 


1^4 *f* jk 

^l*g Sirtetor for Prom 




^ Co«pdlMi^ i - /' ^■'- :‘ 


E: 


THE ITOMBERS GAME 






In presenting its statistical argonent about the number of costs 
disallowed. Industry is playing the numbers game. Ihey can (as did BSIA. 
idio cited 32 itans) list a nuniber of ’’areas in ^ich there is failure to 
recognize true costs in whole or in part,” and make it appear that we are 
being more restrictive rather t h a n more liberal. !Diere are several reasons: 

(1) We eyp i^in the treatment of costs in more detail in the present 
proposal. Thxxs whereas ”general research unless specifically provided for in 
the contract” was classed as ^e unallowable in See. 27, NSId listed several 
elements of B8sO costs as accounting for four items of unallowables. Yet we 
have liberalized this element substantially. Likewise ESZA. lists five such 
items under coa^ensation, three under depreciation, four under insurance, 
three under material, three under rental, three under royalties, and four 
under training. La none of these items is allowability moxe restricted^ 

and in several it is liberalized. 

( 2 ) We provide policy guidance on many items now included in 
ASFR X7, Part 3t ^ere they are classed as for ”Speclal Consideration.” 

( 3 ) Many of the items have had to be covered more specifically 
and their allowability restricted because of abtise by some contracton in the 
absence of prescribed hand! 1ng (e.g., sale and leaseback, recruiting, and 
training). 



No doubt the source of much of the attack on this score is the fact 
that they have been reimbursed in the past for many of the ”\mallowable” costs 
throufdi the mechanism of pricing imder several of the types of so-called 
fixed price contracts. 

r^n, iCf: ^lUoi^i 





OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, D. C. 


SUPPLY AND LOGISTICS 


OCT 1 4 1958 


TOR THE ASSISTAMI SECBEIAKI OF DEFEKSB (SOPPIX 4 KXaSIKS) 
SDEJSCIt Ooii?«rison of Proposed Cost Prlnciplos with Oarrent Praeticss 


ifes—tee. ir^iGora and Pilson have undertaken another reTiew of the 

prssr s^n^t 

s^t*s ^"^^s is, «>• 

additioi^ testa of “reasonableness" and "alloeability* 



The industry «tatisUc^«^^t 

are not applied ht present and t^t ^s^^io current practice, 

in the comprehensive set represents a retrogression rroa curr«jL f 

Needless to say this is spurious. 


A.a. p Pas.4. M eaa see onlT three principles in uhich there 
ar. si!^ iay b. Isss g.n.roas il«n prssent prastloss, as 

foUovs: 




4,««s.+ pns 4 >s are naxTOidy allowable under the current 
*• ^ posslbl. that ersatsr allosabllitT gS »» 

negotiated under current practices. 


Ths Sals sod Lsassbaok aspsets of J^’^**'* 

^.fths earrwit draft, ahile graatsr sllowbUity laay ba 

negotiated under current practices. 


M ths sa» tlM, ths f^aliig costs ar. WSB (BHBEOOSt 


1. Bidding costs 


2. Con^pensation 


3, Food services and dormitory 



4. Insurance 






5* Interest (allowable In profit or fee) 

6 , Materials cost 
7* Ov'ertime 

Research and development 
9« Selling costs (GoTernment sales aspects) 

10« Service and warranty 

11. Severance pay 

12. Training and education 

The remainder of the costs represent no change from current practices. 


Office of Procurement Policy 
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SKDEF 


JUi-3 1959 


TOf Tilt SeorviwrT' of OofesM CStqpplf oaf I^c^otloo) 

raOKi fitoff BiMetov^ I3P1 Sitialfla* Offlea of rnm^aMnt riiltij 
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of tha Qoatroai aoai pHaa^^aa paojaat* 


ovaroU atataa 


Maatiaglflai Dvriaf OUT flsosaaloA of tlia oosiraat oosi sviaolplaa 
hold OB I AQjr 1959$ it uoa daoidad ttet a Aeee% aaoroll otatoBegt 
; of tta carx'out statu of tha eesi priaelplaa ^Jaat ifccwK ba pra 
aldad to tha Sooratoxx of BafuMa* Thla statiwnt. wa ta iaoliite 
laffttBatioB ooaooyaing oar aaoBHustioB oitE iadaatvxr a statBMat 
of wem of tbo pviaaipol Isodos ijnaitaf oaf «a iadlaatlOB of tha - 
aoaraa of aoiioB wa ova paraaiac* Tha ottairiMMI 
raa&M'ia daolgaaf ta aaacaplisii; th o a a dijaailaM*^ 


That jraa 
Tha laolstoat 


(C<aqpW^LIar};» 
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ASSISTANT SECRETARY OF DEFENSE 
Washington 23, D.C. 


^ July 1959 


MEMQRANDUM FOR THE SECRETARY OF DEFENSE 
SUBJEOB?: Contract Cost foinciples 


Approximately one year ago. Assistant Secretary McNeil, the 
Materiel Assistant Secretaries of t^ Military Departments, I 
discussed vith you certain iss^s vithin Department of Defezise and 
with industry concerning the proposed coniprehensive cost principles 
applicable to all types of negotiated contracts in which costs are a 
factor in pricing* 

Due to the inherently controversial nature of these cost princi- 
ples, achievizig even reasonably close agreement between parties 
concerned has been a slow process* We have given industry more 
tto customary opportunities to present their views* These have Included 
written comment on the 10 September 1957 draft, an open disczisslon meet- 
ing on 15 October 195^ followed by a second written comment, filially 
a detailed discussion wlthfour Industry representatives on l-3Aprll 

1959. 


Our current pro^sal is the result of thorou^ consideration Of 
Industry and military depaximient views* Outlined below are its most 
significant provisions, primarily from the standpoint that they repre- 
sent a change from present policy or practice, or are opposed by industry* 

1. Applicability — The principles will be Incorporated by refer- 
ence in cost-reimbursement type contracts will form the basis for de- 
termination of costs thereunder* They win e^o serve as guidance in the 
eveduatlbn of costs in pricing negotiated fixed-price type contracts where 
such evaluation is required in the establlslmient of prices* 

2* Advance Agreements — In order to avoid disagreements with 
respect to costs during or after performance Of a contract, the principles 
encourage the negotiation of advance agreements as to the h^nanwg and 
the degree of allowability of certain items of cost, particularly in 
connection with firms or separate divisions thereof whose work is primarily 
with the Government* industry has some reservations concerning pro- 
vision, but we believe it is entirely reasonable and will work to the bene- 
fit of all concerned* 


t 3. Compensation — As decided In our above-mentioned discussion, 
compensation of contoactor officers and employees is allowable if 
reasonable. Thus, compensation dependent upon or measured by profits 
is not, per se, \anallowable. 

h. Research tv.vai Qranent Costs — In line with national policy 
of encouraging research and development, we propose to provide for 
acceptance as allowable costs, ovir share of a contractor’s independent 
research. We will treat his Independent development costs similarly to 
the extent that they relate to prodvict lines for which the Government 
has contracts. Restrictions are provided, however, to limit these costs 
to reEisonable amounts and to prevent unwarranted duplication of efforts 
in tte gwTnia area by different contractors. In return for our support 
of current research programs , we will not accept similar costs in curred 
by the contractor in the past, even thovigh we may receive some of the 
benefits thereof. 



5 , Costs Disallowed — liidustry has long objected to our 

o-p ffft-rfcain Items Which it considers to be normal and proper 
costs of doing business. We maintain the position that, for reasons of 
public policy, equity, or absence of benefit to the Government, we should 
disallow certain costs. Among these are contributions and donations, in- 
terest, bad debts, and product and institutional advertising. 

We believe that to try further to resolve the remaining differences 
with Industry would serve only to delay this much needed guidance eu 3 d de- 
prive us of the benefits which are expected to flow from it. We antici- 
pate that the Isstxance of these cost principles will result in greater 
uniformity of treatment of contractors, more effective and economical avidlt 
of contractors* costs, and a more orderly procurement process. 


One possible hurdle, yet to be overcome, is discussion of the princi- 
ples with the Comptroller General. While it is within the authorl*^ of 
Department of Defense to Issxie such regulations without reference to the 
General Accovintlng Office, we recognize its interest. Based upon comments 
of the Comptroller General on earlier drafts and informal staff discussion, 
we know that he favors a much more rigid application of the principles to 
All contract pricing — an approach \diich industry and many of us fear will 
remove bargaining from the negotiation proceea emd resxilt in formula pricing. 
The possibili'^ exists that he may be crltlcsLl of our effort. Oowever, 

Mr. McNeil and I plan to discuss the matter with him on 23 July to point 
out the reasons why we believe we are proposing the best possible solution 
at this time. 


My position, conctirred in by Mr. McNeil and the military Departments, 
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Is that the principles should he puhlislied in the Armed Services 
Procurement Eegulation immediately, to become effective on 1 January- 
1960. Barring objection fi*om you, or insurmountable opposition from 
the Comptroller General, I propose to do so. 



(signed) 


I 


PERKINS McGUIRE 

ASSISTANT SECRETARY OF DEFENSE 
(Supply and Logistics) 


I 

1 

I 

i 

I 

! 




Prepared by: KK Kilgore 7/8/59 

30885 XT6321 

Conctnrrence : 

Mr. McNeil 

Cdr Malloy 
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SUPPLY AND LOGISTICS 

5 October 1959 

MEMDRARDUM FOR THE RECQEID 

SUBJECT t Meeting with Dr* Raymond J. Saulnler on 28 September 1959 
With Respect to Contract Cost Rrinciples* 



A meeting was held in Dr. Saulnler ’s office on 28 September 1959 
in connection with the proposed Department of Defense Contract Cost 
F!rinciples. Those present were: 

Mr. James P. Falvey - Deputy Assistant Secretary of Defense 

(Supply and Logistics) 

Mr* G* C. Bannerman - Director for Procurement Policy 

Office of the Secretary of Defense 
(Supply and Logistics) 

Cdr* J* M* Malloy - Staff Director, ASPR Division, Office 

of Procurement Policy 

Dr* Raymond Saulnler ~ Chairman, Committee on Government Activities 

Affecting Costs and Prices 

Mr* John Hamlin ~ Staff Assistant, Committee on Government 

Activities Affecting Costs and Prices 



This meeting was held in response to a request from Dr* Saulnler 
which was trananltted to Assistant Secretary Perkins McGuire by memorandum 
dated 24 February 1959* Dr* Saulnler had expressed a desire to be advised 
concerning the Department of Defense efforts in revising the contract cost 
principles applicable to cost-relmbursemeint type contracts* 


The Department of Defense representatives presented the background 
of the development of the current set of cost principles and elaborated 
on the current need within the Department of Defense for the Issuance of 
the principles in the very near future* The Defense representatives 
advised Dr* Saulnler of their opinion that the revised cost principles 
would not have an Inflationary Impact on the national economy. In fact, 
it was stated that the principles, particularly when used in the area 
of fixed-price contracts, might well have a deflationary tendency. 




Dr. Saulnler e:q)ressed appreciation for the background briefing 
and indicated that no further action need be taken by the Department 
of Defense in connection with his memorandum of 24 February 1959. 

The Defense representatives delivered to Dr. Saulnier a letter 
dated 25 September 1959 which was responsive to Dr. Saulnier *s memorandum 
of 24 February 1959. A copy of this letter is attached. ’ 


J. M. MALLOQT 
Cdr., SC, CBN 

Staff Director, ASPR Division 
Office of Rrocurement Policy 


1 Incl. 

Ltr. to Dr.Sa\ilnier 
dtd Sept 25, 1959 







COPT 


February 24 , I959 


memorandum FOR; Mr*. Perkins McGuire 

Assistant Secretary of Defense 



It has come to my attention that certain revisions in 
^ cost principles of ASPR are under consideration in the 
Department .of Defense, that such revisions are about to be 
^e, ^ that they are likely to have a significant effect 
on costs under cost -reimbursement type contracts. 

I VDuld appreciate an opportunity to have this matter 
^cussed before the Committee on Government Activities 
Affecting Costs and Prices, natvirally, in advance of the 
issuance of such revisions. Would you be good enough to 
suggest an appropriate date for such a discussion? I 
vould appreciate it if you would notify John Hamlin, Bcecutive 
Secretary of the Committee, of the date you would find agreeable. 


(Signed) 

Raymond J. Saulnler 
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*niese are "the considerations whicli have prompted me to present 
this matter to you personally and to exp lai n the urgency vhlch. compels 
us to proceed vltli publication of our revised regulation at the 
earliest possible time. 

Sincerely yours, 

(signed) 

J. P. FALVEf 

Deputy Assistant Secretary of Defense 
(Supply and Logistics) 


Honorable Raymond J» Saulnier, Ch ai rman 
Council of Economic Advisers 


Prepared by: JMalloy/rbs25Sept59 
3WI ^ X72026 




ASSISTAUT SECRETARY OF DEFENSE 
Wasiiiiigton 2 ^, D.C. 


Supply and Logistics 
CR 


September 23 , 1959 


Dear Dr. Saul.nler; 


In Mr. McGuire's absence, I am responding to your memorandum of 
24 February 1959, iu which you expressed a desire to be advised con- 
cerning the Department of Defense efforts In revising the contract 
cost principles applicable to cost-reimb\ursement type contracts. 

Your interest in this matter stems from the activity of the Committee 
on Government Activities Affecting Costs and Prices. Your memorandum 
indicates a belief that our new cost principles "are llhely to have a 
significant effect on costs under cost-reimb\u:sement type contracts." 

The Department of Defense has been working on a revision of 
Section XV of the Armed Services I^ocurement Regulation with respect 
to contract cost principles for a considerable period of time. This 
task has been difficult because of the widely divergent views of all 
the interests so vitally concerned. We have received the views of 
indiistry on numerous occasions emd, for the most part, the industry 
view is that oxur proposals (now incorporated in the new cost princi- 
ples) are much too harsh. 

We are, I think, approaching the culmination of our efforts in 
this field. I would like to indicate to you our own appraisal of this 
project. In the first place, we do not feel that our revised cost 
principles are significantly different from our present practices with 
respect to the allowability of costs under cost-reimbursement type con- 
tracts • Our revised principles provide more detailed guidelines for 
both procurement and audit personnel with the end in view of achieving 
greater uniformity of current practices throughout the Department of 
Defense. We have, however, provided for the use of these cost princi- 
ples as a guide in the negotiation of the various types of fixed-type 
price contracts where costs are an important factor in the establishment 
of prices. We anticipate that our action in this regard will result in 
a tightening vip of present practices in some areas. 

Since, as indicated above, our proposed cost principles will not 
have a significant effect on costs under cost-reimbursement type con- 
tracts, I do not feel that a discussion before the Committee on 
Government Activities Affecting Costs and Rrlces would be helpful. 



covBom BBiir 


' a^owtiry of Dtfona# ' (&wiy .«n4 I^rtlc#) \ 

gioc^irromf PoUcy^-- ’ 

<itt-yiflw4^ thm itottie lnKrgy , O0B«lMl« » 

Mor OoHferaeft C0rt;fW4J«^?li»*-^- ^ 

fiimtmmmiimt : C«"'«ttsehA^' l«tUr''t»wM«tt* »tt 

^?^ 1fe^BgipiAa tft tb*. QmmnX Vaxmeut ct th« AtanlO’ lk»fiBP>:i^;;.^ 


■ . '■ •* ■•: v'-i'"' ’* • 


(^ ■atilt nil far lafCBa«tlo«». Wt law* eoofultid vitk Staff; ;>v^ 
alsMta of tha Menie Baargy CaBrtialoa on aanmX o^Mia^ 
Ht; eoaoeotlen vitH «avU^ dzafU' of PrlaciplM*.: ; 
SuMMOtettvoa of tha Onwia aiw lat i& oa o^aiot^ 
iBdiiatey oa Ootoiboy 15V 1958^ aa>ooqji«sb ta-thafc.Bot ^:^ g; 
^ nootM a lottojf f^cia th» Otaarml ltoa«tri^ M 

nJUBs oortala nfunta oa tba t&M oasnati h 
^ n<i1«»Ttirt1ng as foUovsa-.'ll^'tktjStiS^yoproi^^ 


, • .'. - i. •• ,.-.• ,..,vi / »» 

■- ■ *:•./- ^ ‘> > ; 


awS anivaiiy aec«»UMa.f - Ow last^ dlsoassioa yttli 
tooi pU«*:« fW aestlis ago. ^ B>o 
sfitoA sA sp^ttssaa fOy.tha- ASC repyoi^ntaptilys 




• ■• V li?* r • •*'. ^ -j-v^. 




' -Vjefcotw^^ tssolvod dionsg tJds dlsessalte;. iSi* A1^ V4'4 
^4 joiwssstatlyos ladled tM CSoMlasioa irouU jroj^ 
: aSm^ Ua Brlaolslsa ocBl^ii3w4 ia atar Bagulatioa vltk th»: 


.*• Wv ’- ; '’-\Vrv:r 'v;, 


of 2 oa 3 eoist o3s*ttits iia ^dddi thsy fslt 


Buieallyib^ 


OdaW^iV'* tljsy azo m^n mmii I , ' ■ .' ■•• -— — 

VetmOj^ 93woai IdosAioal bia ^ 


Saozwti^;tf , (Mr* tOLlipo^ 


•^'1* • '*r' 


m 






C8 


TOs Tbm Asaistaat jSeorvtazx ^ fitfenM ^ togl^lai) 

IRCNf ; IlvsctCRp ifoliqr. 


1 


Bromam sarovite aa 



t» atteepA &ia vith aa tuStnacm eesgr of tho asv Cost 

lam ao ocndtaeB* to olaor om garladlpioo altb Gtesrm 
iSilMrt prior to tbolr Vo fooii^-: larntrarje tla* 















. Vi- .^v 


• c .. 










•■•• ■'•• ^ ‘..f 4 '..‘; 


..; .!iV- 


-Hr*-; 







SUPPLY AND LOQISTICS 
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OFFrCE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 2S.O.C. / T 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 2S, D. C. 



OCT 2 1 1959 

SUPPLY AND LOG ISTICS 


MEMCRAHDUM FOR THE ASSISTAOT SECREEAEI OF DEPEMSE (SUPPLY & LOGISTICS) 

SUBJECT: Request for Approval of the Press Release to he Issued on 

the Rev Contract Cost Principles 


I am attaching a draft of the press release uhich ve propose to 
issue on 2 Novexober 1959 in connection vLth the issuance of the nev 
Contract Cost Principles* This draft vas developed by Coasnazxder Malloy 
and Mr* Kilgore and has been reviewed by staff members of the Office of 
Public Iixformation* 




Our plans now conteaglate the issuance of this press release on 
2 Ifovember 1959/ fMch is the date that we expect the ASPR Revision 
to be available at the Government Printing Office* The Office of 
Public Infomatlon has recommended that a press Interview be granted 
by a DOB spokesman uhen the press release is Issued* Subject to yoxxr 
approval^ I have directed that Commander Malloy undertake this task* 

He have several letters prepared to interested Congressional 
Conmlttees and to other Government Departments uhlch will be released 
in about one week* These letters will provide the recipients with 
advance copies of the Regulation* In addition^ ve are preparing letters 
to each of the Industrial Associations which h^e commented on the cost 
principles* These letters will be released concurrently with the publi- 
cation of our press release* 


A copy of the attached press release is being submitted to the 
ASD(Coiq>) for his review and a pp roval concurrently with the forwarding 
of this memorandum to you* 



G* C. BARRERM\]!r 

Director for Procurement Policy 


Incl 

. Draft - Press Release 
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DESTION AND AIEWER SHEET 


COST PRI NCIPLES 


Q. How do. these new cost principles change what the Department of Defense 
has been doing in the past? 

A. The Department of Defense has prescribed cost principles for 
cost reimbursement type contracts for many years. These 
principles have been prescribed for use only for cost 
reimbursement contracts. As to this type of contract ^ the 
new principles will not materially change our operations 
although they provide more definite rules and to some 
extent cover cost elements not previously defined. The new 
principles will eliminate separate cost principles which we 
now have for use in negotiating termination settlements. 

The most significant new feature of the regulation is its 
use with fixed price contracts. We have not had cost 
principles for this purpose in the past. The now regulation 
will be used as a ^ide in the negotiation of prices \mdar 
fixed price negotiated contracts to the extent that the 
evaluation of costs is necessary for the setting of fair and 
reasonable prices, 

Q. What will be the affect of the new cost principles with respect to 
cost recovery be a contractor for (a) coat reimbursement contracts 
and (b) fixed* price contracts? 

A, As to cost reimbTirsement type contracts, contractors generally 
can expect about the same result under the revised cost rules 
as they are experiencing under present practices. A definitive 
answer cannot be given to the question of contractor recovery 
in the. fixed price area since the range of situations here is 
too complex for generalization. Since we have not provided 
specific guidance in the past, these new principles will, at 
least in some instances, result in reduced recovery by 
contractors for certain particular items of expense. For 
example, interest has previously been an allowable cost in 
termination situations. In the future, interest will not be 
allowed , 

Q. How much money will these new cost principles cost the Department of 
Defense or how much will be saved? 


As indicated previously, about the same result will be experienced 
in connection with cost reimbursement contracts. In the fixed 
price area, we expect that the new principles will ultimately 
result in more efficient procurement and, hence, savings will 
accrue in the long run. It is not possible to put a dollar sign 
on any such savings at this time. 



' r •» 


4. Q. Why has the Department ef Defense not promulgated cost principles for 

general use in the past? Why has it taken you so long to do this Job? 

A» The Department of Defense has had cost principles for cost 

type contracts and for termination settlements. The extension 
of cost principles to the fixed price area is a very complicated 
and controversial subject. It has been necessary to take into 
consideration the strongly held views of the many parties at 
interest, including those of industry. The resolution of these 
areas of controversy has been difficult and, hence, progress has 
been somewhat slew. 

5. Q. What are the more important areas of cost disallowance: 

A. These wotild include most advertising costs, bad debts, entertain- 
ment, contributions and donations, and interest on borrowings. 


6, Q. How do the new cost principles treat research and development expenses? 

A. A contractor’s Independent research costs are allowable. 

Independent development costs are allowable to the extent that 
sre related to the product lines for which the Government 
has contracts. We have provided for certain administrative 
controls and limitations to insure that those costs are reasonable, 

7, Q. Are executive profit sharing plana allowable? 



A. 


We regard compensation measured by profit sharing plans as a portion 
of an individual’s over-all compensation. Such compensation is 
allowable to the extent that an individual’s total compensation is 
reasonable in amount. 


3. Q. What affect do these cost principles have on profit? 

A. The cost principles do not cover the subject of profit. Our 
profit policies are covered fully; in Section III, Part 8 of 
the Armed Services Procurement Regulation. 

9. Q. Will this new regulation load to "formula pricing?" 

A. Formula pricing means the resolution of each item of coat 
by unilateral accounting decisions. We do not anticipate 
that the new regiaation will have this result. Otot over-all 
pricing philosophy remains in effect. 
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10. Q. What application will these cost principles have to contracts awarded 

by formal advertising? 

A. The evaluation of costs is not appropriate under contracts 
awarded hy formal advertising. The cost principles will, 
however, continue to he used as a guide for terminated 
contracts, including terminated contracts originally 
awarded after formal advertising. 

11. Q. What do you mean hy the statement that the cost principles will he 

used "as a guide" in negotiating fixed price contracts? 

A. We realize that hard and fast rules with respect to costs 
are not appropriate for many pricing situations encountered 
under fixed price contracts, particularly in those instances 
where prices are being established for a future period. 

Government personnel will he e:q?ected to he guided hy these 
principles to the extent appropriate in conducting negotiations 
in the fixed price contract area to the extent that the pricing 
action requires the evaluation of costs. Any departure from 
the basic policies now established will require adequate 
e:q>lanatlon and Justification. 


12. Q. Is this new regulation agreeable to industry? 

A. Industry has traditionally opposed any of our regulations 
which set forth specific costs as xinallowahle. Industry 
contends that the Government should allow all normal costs 
of doing business. For this reason, industi^ is opposed 
generally to most of the disallowances we have prescribed. 
Industry is also opposed to the utilization of cost principles 
in t^ fixed price area. 

13. Q. Have the Military Departments concurred in this new regulation? 

A. Yes. 

lU. Q. Has the new regulation been approved by the Secretary of Defense? 

A. Yes. 

15 • Q. Has the Comptroller Geneiml approved this regulation? 

A. The Comptroller General, has been in favor of a single 

comprehensive set of cost principles for some time. He has 
concurred in the desirability of publishing the new regulation 
without conmitting him self as to agreement on all details. 
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Q. What Coxigressional reaction do you expect? 

A. We expect that our new regulation will he well received hy 
the Congress. 

Q. How does the new regulation affect fimall Business? 

A. We believe it will assist many Small Business concerns in that 
it is designed to foster an atmosphere of mutual xinder standing 
among contractors and contracting officers as well as provide 
guidance on the handling of many Items not previously covered. 

Q. Why is tlae new regulation not mandatorlly effective until July 1, i960? 

A. There are many details in this new regulaticai which will require 
study for both contractors suid Government personnel. A longer 
period than usual was established in this Instance to afford ample 
opportunity for familiarization with the new rules. 

Q. Are these cost principles golxig to be used on a Government -wide basis? 

A. We expect that cost principles substantially similar to our new 
regulation will be adopted on a Government-wide basis. 

Q. Will these cost principles mean more negotiated contracts? 

A. No. 

Q. Will the new cost principles require contractors to establish new 
accounting systems? 

A. No. The revised cost principles are not an accounting 

blueprint which will require any appreciable change in the 
accounting systems of most Government contractors. 



Office of the Assistant Secretary of 
Defense (Supply and Logistics) 

26 October 1959 
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Dear Pete: • 

I thought you might he interested in seeing your 
words in print. Enclosed are a coi^ile of copies of 
a transcript of your speech taken by a BuAer court 
reporter at the OIM-sponsored Procurement Lecture 
Conference on 12 October 1959* 
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Analysis of Treatnent Accorded Specific Categories, Items, or Subitems in 
^ aevlsS^H.. 2. Section T V. IsPR. dated 2 Movember 1959 


Item 


Paragraph 

Number 


Allowable 
Subject to 
Usual Testa 


Advertising! 

In trade and technical journals valuable for dissemi- 
nation of technical information within the con- 
tractor's industry, provided ads do not offer 
products or services for sale 


Allowable 
if it Meets 
Special Tests 
or has 
Special 
Approval 
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Allpwable- 
onl^ if 
Provided 

for in Unallow- 
Contract able 


15-205.1(aUi) 

1^205.1U)( 




Costs of participation in exhibits upon invitation ol 
Government or where exhibits are for purpose of dis- 
seminating technical information within the contrac- 
tor's industry and provided specific products or 

15-205.1fa)aii) 

1 



To obtain scarce materials, plant or equipment or dis- 

1^20^*lfaKiv) 

1 




15-205.l(b) 



X 






X 

Bidding Costs! 

lS-206.3 





• ■ • periods 

15-205,3 




X 

(Note! Alternative methods permissible) 

15-2050 





Bonding Costs! 

15-205.4(b) 

X 



RAquir^ in general conduct of business 

15-205,4( 


X 



Civil Defense Costs! 

On contractor's p-endses pursuant to suggestions or 
1-erpi^ reifiente of civll defense authorities 

15.205.5(a) 

X 



(Note! Costs of capital assets allowable only as 
depreciation) 

Contributions to Local civil defense funds and projects 

15.205.5(b) 

15.205.5(c) 



X 

Compensation for Personal Services! 

To extent the total compensation of individual employees 
is reasonable for services rendered and not in excess 
of amounts allowable under Internal Revenue Code 

15.205.6(a)(1) 


X 

- 

In lieu of salary for services rendered bST partners and 
sole proprietors provided such compensation does not 
constitute a distribution of orofits 

15.205.6(a)(5) 


X 


Salaries and waxes for current services 

15-205.^Cb) 

X 



Premiums for overtime, extra pay shifts and multishift 
work 

15.205.6(b) 


■ X 


Cash bonuses and incentive comoensation 

15-205.6< 



X 


Bonuses and incentive comDensation oaid in stock 

15-205.6< 

dj 


I ■ 


Stock outions 

15-205,6< 

a 

X 



Deferred compensation for services rendered during cur- 
rent period and for paist service pension and retirement 
costa 

15.205.6(f) 


X 


Frlnxe benefits 

15.205.6M 


X 


Contingencies! 

In historical costing* except certain minor items 

15-205.7< 




X 

In . estimating future costs! 

Where related to known and existing conditions which 
can be measured with reasonable accuracy 

15-205.71 

U) 

X ■ ■ 



Where related to known or unknown conditions which 
cazuiot be measured closely enough to provide equitable 
results 





X 

Contributions and Donations 

15.205.8 




X- 



Depreciation! 

Kornal 

Emergency facilities . 

On idle or excess facilities not reasonably necessary 

for standby purposes 

Fully depreciated assets! ~ 

Where substantial portion was recovered as a charge 
to Government contracts or subcontracts 


Employee Morale, Health, and Welfare Costs and Cred its 

Entertainmait Co ats 

Excess Facility Costsi 

Where reasonably necessary for standby purposes 
Other 


Fines and Penalties! 

Incurred in compliance with contract or written in- 
structions from contracting officer 
Other ' ““ 


Allowable 
Paragnaph Subject to 
Humber Usual Tests 


15-205>9(b) 
l?-20 5.9(d) 

15-205.9(9) 




15-205.12 


15-205.13 
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Allowable 

if it Meets Allowable 

Special Testa only if 

or has Provided 

Special for in Onallov. 

Approval Contract able 



Food Service and Dormitory Casts and Credits! 

Allocation of reasonable losses to all activities ser ved 
Profits to be credited, unless used for employee welfare 

Insurance and Indemnification! 

Required or approved pursuant to contract 

Other insurance maintained for general^nduct of ^ 

busin ess 

Actual losses which could have been covered by 
permissible insurance! 

Result of nominal deductible insurance coverage 
Minor losses such as spoilage, breakage, and dis- 

appearance of small hand tools 

Other such losasa ~ ... 

Indemnificat ion ! ; 

Result of nominal deductible coverage 

Minor losses such as spoilage, breakage and dis- 

appearance of small hand tools 

Other indemnification ■“ 


15-205.1^ 


15-205.l6(a)(O 
15-20 5.16(a) f 2) 
15-205.l6(a)(3) 


15-205.16(b7 


X 

TX) Credit 


Interest and Other Financial Costs! 

Interest on borrowings 
Bond disco unts 

Costs of financing and refinancing operat ions 
Legal and professional fees paid for preparation of 

prospectuses 

Preparation and issuance of stock idghts 
Interest assessed by State or local taxing authorities 
because of non-payment of tax at the direction of con- 
tracting officer or because of failure of contracting 
o£fi.cer to assure timely direction after prompt request 
ther efor 

Labor Relations Co sts ■ 

Losses on Other . Co ntra ct 3 

Maintenance and Repair Costs! 

Normal ^ 

Extraordinary costs, provided such are allocated to 
periods to which applic able - 

Manufacturing and Production Engineering Costs 


15-205.17 


(See also 15-205.41) 

15 - 205.18 

15^205.19 

15-205.20(a) 


15-205.21 



-.Vx j. 
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Itea 


Paragraph 

Number 


Jlllovable 
Subject to 
Usual Testa 


Allovable 
if it Meets 
Special Tests 
or has 
Special 
ApproTal 


movable 
only if 
Provided 

for in Unallow- 
Contract able 


Material Costs 

Reasonable overruns f spoilage 


or defective v orjc_. 


aeasonauxe ovorruMo# — 

Cash discounts not taken because of reasonable 
. circumstan ces 


15-205.22(a) 


Adjustments for differences between physical ana 
book inventories related to period of contract 

Int^Srt* interdivision or intraorganization transrersi 
Ordinarily allowable at lower of cost to transferor 

or mar ket - — ^ 

On a price basis 


lS-205,22{b) 


lS>205.22Cc) 


lS-205.22(e) 

1 ^ 205 . 22 ^ 6 ) 


Organiiatlon Costal ^ ^ ^ 

Incorporation fees, attorneys* fees, accountants fees, 
brokers* fees and fees to promoters and organizers, for 
organization, reorganization or raising capital 


15-205.23 


Other Business Expenses i 

Registry and transfer charges resulting from changes in 

ownership of securities Issued by contractor 

Cost of shareholders* meetings 

Normal prosgr solicitati ons 


15^205.24 


Normal projgr solicitations 

Preparation and publication of reports to shareholders 
Preparation and ’submission of required reports and forma 
to taxing and other regulatory bo dies 


15-205.2if 

" l ' 5 T 2fl3 ' :5 ^ 




I 

T 

T 


Incidental costa of directors and committee meetings 
Overtime, Extra-Pay Shift and Multi-Shift Premi ums 


15-205.24. 
13-205.24. ' 


15-205.25 


Patent Costs! 

Preparing disclosures, reports and other documents 

required by the contract __ 

Searching the art as necessary to make invention 
disclosures 


15 - 205.26 


Preparing documents and other costs in connection with 
filing patent applications where title is conveyed to 
Government in accordance with contract clauses 


15 - 205.26 


15 - 205.26 


Plant Protection Costs: 

Wages, uniforms and equipment of person nel 


Depreciation on plant protection capital assets^. 


15-205.28 
15-205.28 ' 


15-205.28 


Plant Reconversion Costs: 

Cost of removing Government property and related 
restoration rehabilitation costs 

15-205.29 

X 



Xrfrfitiflnal coats to extent agreed upon before incurrence 

15-205.29 

I 



All other reconversion costs 

15-205.29 



X 

Precontract Costs: 

To extent allowable if incurred after date of contract 

15-205.30 

X 



Professional Service Costs - Legal, Accounting, Engineering, 
and Other: 

Rendered members of a profession who are not employees 

of the contractor 

15 . 205 . 31 (a) 


X 


Retainer fees supported by evidence of bona fide services 
available or rendered 

15 . 205 . 31 (b) 


X 


Legal, accounting, and consulting services, and related 
costs. In connection with organizations and reorgani- 
zations, defense of anti- trust suits and the prosecu- 
tion of claims aaainst the Government 

15.205.31(c) 



X 

- Legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement 
litlsatlon 

15.205.31(c) 



X 

Profits and Losses on Disposition of Plant, Equipment or 
Other Capital* Assets 

15 - 205.32 



X 

Recruiting Costs: 

Help-wanted advertising 

15 - 205.33 

X 



Operating costa of employment office 

i 3 .i 05.33 

r 



Operating and aptitude and educational testing program 

15 . 205.33 

X 



Travel costs of employees while engaged in recruiting 
personnel 

15 - 205.33 

X 



Travel costs of applicants for interviews for prospective 
employment 

15-205.33 - 

- X 
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Iten 


at not In excess of standard 

SpeSal^b^^its or emoluments Oeyond the stan£iara 
practice in the industry 


Paragraph 

Kuaber 


15-205>33 


15-205.33 


Allowable 
Subject to 
n«;ual Teste 


Allowable 
if it Meets 
Special Tests 
or has 
Special 
Approval 


Allowable 
only if 
Provided 
for in 
Contract 


Unallow- 

able 


O Costs finoluding Sale and Leasebaclc of Facilities)! 

^toldS and equipnent and other personal property 
^rplant, interdivisional and interorganisation charges. 

‘^ale and leaseback agreements — — 

Under unexpired leases in connection with terminations 




Research and Developaent Costs: 
Costs of independent research 


15-205 


uoava w* ^ 

Coats of independent developoient 

Incurred in accounting periods prior to the aware of 

contract! u. x * 

\^here allowable as precontract costs 

All ot her — 


15-205. 


iO?Cd)_ 

SMsE 


15-205.35(e 


16-205.35(8 


aoyalties and Other Costs for Use of Patents! 
*^toralties or anortisation of patent purchase cos^ 
to ease of patents foraerly owned by contractor - 
^unts not in excess of costs which w^Od have 
been allowed had the contractor retained tiU^ 


15-20 5. 36(a) 


15-205.36(c) 


Selling Costsi , . - x 

Foment reasonable and allocable to Government is.2os.l7(b) 


tniffl naaa . 

Salesmen's or agents* compensation, fees, connnissi^s, 
percentages or brokerage fees contingent upon award of 
Mntraets - paid to bona fide employees or commercial 
or selling agencies maintained to secure busi nesa _ 


15-205.37(6) 


Service and Warranty Coats_ 


15-205.38 




Severance Payi . 

Normal turnover severance payments_ 
Abnormal or mass severance pay! 


lS-206.39(bKi) 


Recognition of Govemment's obligation to pay its fair 
share on a case-by-case basis — 


15-205.39(b)(U) 


16-205. 39(b)(ii) 


Special Tooling Co sts 

Taxes! 

Federal income and excess profits taxes 

. . _i XI. M. .... 


15-205.^ 


r eaerax xntuHw r* — = — . ■ 

Taxes in connection with financing, refinancing or 
refunding operatioQa_ 


15-20 5. Wa) 


Taxes from which exengitions are available to the 


16-206.Wa) 


16-205.»l(a) 


15-205.‘H(a) 


contrac tor _ i i — 

Special assessments on land which represent capital 

illegal or erroneous assessment exi sts 15-205>4l(l^ 
Reasonable costa of action undertaken by contractor, 
in cooperation with the contracting officer, to d^ . . 

termine legality of tax assessment or secure a refund 
in cases where claims of illegal or erroneous assess- i^205M{b) 


Interest and penalties incurred because of nonpayment 
of any tax at the direction of the contracting officer 
or by reason of failure of contracting officer to 

assure timely direction after prompt request therefgz 

Any refund of taxes, interest, or penalties and Pay- 
ment to the contractor of interest thereon attributable 
to items allowed as contract co sts 


15-205,Wbi_ 


15-20 5.^1(c) 


(1) Credit. 


Termination Costsi 
Comiacn items! 

Reasonably usable on contractor's other wo£S. 
Hot usable on other work 


16-20 6.»2 


NOv. USttwxa oa 

Costs continuing after termination except where due to 
negligent or wilful failure to discontinue such cos^ 
Initial costs, including starting load arid preparatory 
costs — 


15-205.^2 


Ht 


15-205.42(b) 


15-205.^2(c) 


. mowancp without oontrmct pro vision limited to a»unt which the contractor -onto have received had it retain.! title to the 
facilities 
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[The meeting convened at 8:2^ o'clock, a.m., 
Monday, 12 October 1959s OtSk Auditorium, Waahlngton, D. C.] 

CAPT. FAGANi Good morning* This Is the fourth 
of our procurement talks, and the first three-- the first 
two particularly — ^we have called quite controversial 
subjects. The third one was on auditing, and the use 
of auditors. 

This morning, we are going to hear about 
cost principles. I got e^osed to procurement from 
BuShlps beginning In 19^8, and one of the hottest 
subjects at that time was cost principles. 

I had heard of Section 15 before I got there, 
but I had no Idea what It was • I thought It* was a revenue 
code, and then I got to BuShlps and found that Section 15 
had to do with cost type contracts, and that sort of thing, 
but there was considerable debate as to whether or not 
It was theoretical; whether It applied to fixed type 
contracts as well as cost type contracts. 

In 19^8, some ten or eleven years ago, cost 
principles were quite a discussion, quite an issue. I 
got back In Washington, here. In 1956 and found out that 
the subject hasn't changed a bit or had the solution 
apparently toward the subject. 
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We have got a man with us this morning who j 
knows about cost principles, being the Chairman of the 
ASPR Committee. He has been with cost principles ever 
since he has begun procurement some 10 or 13 years ago. 

He Is actually the most knowledgeable one on cost 
principles, and the development of them, and where 
they stand today. 

You all know Commander John H. "Pete” Malloy, 
soon to be Captain Malloy, and with this short lntro> 
ductlon I will Introduce Commander Malloy. 

CDR. MALLOY: Thank you. Captain Fagan. Of 

course. It Is a pleasure .for me to come back to the 
Navy after ray current exile In the Office of the Secretary 
of Defense. There has always been a question In my 
mind as to whether the Navy would take me back. You can 
see they have already taken my uniform away. 

I'd like to talk- to you today' about the 
contract cost principle exercise. Somebody asked me 
this morning was I In. a position to tell all this 
morning and I said, "Well, tfo« not really but I am 
in a position and do Intend to tell more than I should.” 

So, although I don't have a con^letely free 

''' . V •• 

hand to talk as to the con^lete contents of this document 
and the exact current status of It, I will give you as 
much as I absolutely can. I am under some wraps since 
FOR OFFICIAL USE ONLY 
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among other things my boss has told me to keep my mouth 
shut and such other direct a<^onitlons* 

I would like to take up with you today^ and 
try to describe, some of the objectives which we are 
trying to accomplish by putting out a so-called compre- 
hensive set of contract cost principles. I will give 
you some of the Important highlights of the new 
principles themselves. 

I think some of the history of this exercise 
might be of Interest to most of you. I don't think 
that too many of you realize the number, the great 
number, of people In government outside of the Navy 
Department — If you will— who are Interested In and have 
a voice In what kind of contract cost principles we will 
have, and I think maybe I can give you a little on that. 

I also would like to give you my own personal 
evaluation as to these principles as a set of contract 
cost principles, and as to the effect they will have 
when published for what they are worth, and then after 
lunch to the extent we have time I would be glad to 
tell you the current status of the project. 

First of all, I think that you have to be In 
the proper frame of mind to consider objectively this 
very controversial kind of a regulation, and because I 
think — and I speak with some actual degree of experience 
with respect to this— we sometimes think emotionally 
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about this subject. ' 

ptoe pf the tWngs I have found out, incidentaily, 

over ip tpe Peptasoi> lp--« 

tat ,I f eppa Wt that tta Navy, »asn • t necessarily rl^^ ^ ^ 
on every ^t^er. This yta find ^t In the Pentagon/ 

These are pome ?f the plus factors, too few that there are. 
tat you do have to put yourself In 

mind and ,tpe, frame of mind that I wo^d suggest ta you 
this morning would he to consider tMs project from the 
standpoint Of top s«na|ers of tta p^^^ function 

of thp,ljep«tment of lefense J-al^r than your own llt^ 
niche, and When I speak of top management I ^ 
tamng atpuf #e people :who;,Nave ' tae ultimate 
btllty whlcp, would hsve to he the Secretariat level.' 
including If you will, the secretary’^ 

I, would like to make before I go on any 
further, before I forget It, one observation. I would 
aslt^ou pot to' dlstass freely with ^ 

Whom jou have tta contents of 

and that I on^y r ^ 

There will be nothing classified In what I have to say. 

tat we are t^ihS to ^ndle 

of this emerclse rather closely W premature 'aisclosure 
of some of the things that I have to say this morning 
would not help us one little bit. 


. E V V,' 


y. . 
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Let's get lnto. lt then, and try to set forth 
some of the objectives which we are peeking to obtain 
by putting out a con^rehenslve set of cost principles; 
that Is, a set of principles which will be used In one 
way or another as the basic groundrules whenever costs 
are a factor In procurement, and you will notice that my 
words are rather carefully chosen — whenever costs are a 
factor In procurement— »and that Is not to say that costs 
always should be a factor. But, first, we have I think 
the obligation to up-date the contract cost principles 
which we have In the book now. 

Ohese were published In 1948. They are rather 
sketchy. A lot of new things have come on the horizon 
since these were published. We have been In the process 
of revising them for the past six years, and so you'd 
expect that we would need some up-dating and this, of 
course, has to be one of the objectives. 

Ve are also seeking to obtain some uniformity 
of treatment of these various elements of cost, and this 
uniformity of treatment has to do with uniformity within 
the Department of Defense first among the three Services, 
and then — If you will — sometimes a little uniformity among 
the Navy bureaus doesn't hurt, and that Is one of the 
things that might be acconqpllshed here with these contract 
cost principles. 
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Also, we are trying to put out a blueprint. 

If you will, which will set fortl^Iief^^^ . 

policy so that a cost can be treated policy-wise 
least the same way regardless of the type of contract 
that Is used. In other words, we *a!re 1;^ to get dvel** 
the hurdle of the Selection of a contract tjnpe so that no 
one contract type will be more deslrabl'e than '^^another-merely 
by reason of the cost treatmeni which Is accorded!. 

^nils Is not trying to upset, and to make all 

i ifoa '?{..? aj. . .. Idh ' 

the types of contracts the same, but you know yourselves 
that contractors and we ourselves df ten select a particular 
type of contract not because It Is the best t5T>® 
contract for the particular applicatioh,"but becausb 

■ - fii .X ■; 'S,.. X Jaijq X ‘i-.- . 'ix- rt'ix "la 

It has a more liberal cost treatment Involved in It, and 
we think lastly that this exercise will' get uV bdttbi*'"'''' 
administration of many of our important programs in the 




Department of Defense. 

We think It will get us better 
think It will get us better auditing. We think It will 
save some money and we are not~as one of our objectives— 
we are not out to write a set of cost principles merely 
to save money. You could do that very easily. Just 
increase your unallowables. This was not one of the major 

objectives, but we think that we will have l^o^ 

i£0 aAIOI^W HC 

as a by-product of this ex^“i*b'ls’e“r“ ' * 
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Now^ a few things that this is not designed 
to do. It Is not designed to be an accounting blueprint 
It has many^ many« references In It Indicating that 
there Is no need for any major revision of a contractor's 
accounting system to accommodate these cost principles. 

Nowj there will be some but not very major 
for a contractor who Is already doing business with the 
Qovemment. Some of our definitions will cause a kind 
of tightening up for some contractors, and for others 

P 

who have a very loose arrangeoient there would be more 
practical effects, but It was not set out to be an 
accounting blueprint and we don't believe that that will 
be the effect of these principles we published; that Is, 
that there will be any accounting revolution, you might 
say, on the part of our contractors. 

We are not seeking here to throw Into the 
Potomac the pricing philosophy which we held so dearly. 
You will see somewhat later our attempt to emphasize 
our pricing philosophy, and maybe some of the reasons 
why we feel that this emphasis Is necessary at this time. 

Now, another thing that this Is not designed 
to be Is It is not designed to be a document which will 
guarantee to contractors a certain recovery of costs just 
because we have a list of contract cost principles that 
are listed as allowable. It Is no guarantee that we 
FOR OFFICIAL USE ONIY 


should not allow it to he a guarantee that the contractor 
will automatically recover these costs. 

Now here, of course, our procurement principles 
come Into play. The question of reasonableness, allo- 
cablllty, but more Inqportant the question of the contractor's 
efficiency and our pressures to make him more efficient . 

Let's look at the situation as we have It today. 

Ve have contract cost principles for terminated contracts . 

We have— excuse me, I was reading ahead of myself here — ^we 
have contract cost principles for terminations, a separate 
set. We have a separate set for cost type contracts, and 
as to fixed price contracts Insofar as policy direction 
Is concerned we have nothing. We have a void. 

Some of you are familiar with the abortive 
attenpt a few years ago to prescribe the current Section 
15 for fixed price contracts, and you know that this was — 

It was prescribed as a guide. You know that less than a 
year later that particular Department of Defense directive 
was cancelled. We know that today. In these sets of 
cost principles that are, printed and published, the one 
for cost type contracts and one for terminations, that 
there are some rather significant differences. 

Interest, Toir example. Is allowable under our 
termination cost principles and It Is unallowable In our 
cost type contract situation and where It Is In the fixed 
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price contract situation depends on a lot of things 
including the power and strength of the negotiating 
parties and what not. 

Now, what should be the Department of Defense 
policy on anything like interest, and is there any 
difference in the situation where you meet the problem 
of interest? Now, that is one of the things we are 
trying to come upon. Ihere are differences in application 
of such things as interest and any other cost, individual 
costs, research if you will, training if you will, 
contributions and donations. There are differences 
existing today as between Navy Bureaus, Army, technical 
services, individual offices in the Air Force. There 
are different philosophies, actually, in the milit8u*y 
departments and I can cite you one specific case which 
is known maybe to a lot of you, and this was hammered 
home to me by Congressman Bates one day when he was then 
a member of the Hebert Committee, and he was saying that 
he — and, incidentally, he was one of the. greatest friends 
we had down there — and I say had because he is no longer 
on the Committee. 

He said, "I can't understand for the life of 
me, sympathetic as I am with the Department of Defense, 1 
can't understand for the JLife of me vdiy the Air Force 
says that a profit sharing plan, or a bonus if you will, 
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based on a profit sharing plan« -is automat ioally 

unallowable and the Navy comes here the next day to our 

( 

Committee and says 'We see nothing wrong with compensation 
based on profit sharing planning. ' A profit sharing 
plan is merely a way of measuring a man's compensation^ 
and if the overall comi>ensation is reasonable. This is 
the way we look at it.” 

Now, the;ro is a lot of money riding here, 

thousands and thousands, and even millions of dollars, 

! 

and two Departments come down before a committee of 
Congress and one says, "Our policy is so and so," and 
another says, "Our policy is exactly the opposite," 
and they obviously look to the Department of Defense 
and say, "What is the Department of Defense policy, make 
up your mind." 

Now, shouldn't this be so? This, of course, 
is one of the things we are trying to do with our 
comprehensive set of contract cost principles. Now, what 
is in this set? Well, it represents a lot of work, I 
can assure you for one thing. It has been going on for 
the past six years. It represents a rather delicate balance 
at the moment, because we have opinions idiich run from 
one extreme to the other, with i>eople saying there should 
be no cost principles except for cost type contracts, 
and others saying they should be made mandatory for all 
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■ contractual situations, and that they should be 
Incorporated Into contracts In all but fixed price 

situations* 

1 • , 

So, what w» have In the package today Is a 
rather delicate balance of the conflicting points of 
view and, of course, you have- Industry who like no 
part of 2uiythlng unallowable. ]^dustry, strangely 
enough. If you read their material closely, can be said 
to be very much In favor of a comprehensive set of 
contract cost principles. 

Now, that may cause some raised eyebrows on 

the part of the more sophisticated and experienced 

/ 

with this exercise In the audience, but I maintain 
that It Is so. Industry would love to have a comprehensive 
set of cost principles. Under certain conditions, of 
coiarse, they have expressed themselves as being in favor 
of this but what they want la a set of cost principles 
not near as detailed as we have which, effect, would 
have everything allowable. They won’t like any unallowable. 
This Is almost tantamount to being' un-American to have 
an xuiallowable • Hiey would like to have everything 
allowable, and Industry as a whole with their trained 
negotiators they start from up here In oilier to get here. 
They argue for everything being allowable so that they can 
get a better cost recovery, and some j)eople think that 
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what they are after Is a guaranteed cost base with the 
cost guaranteed to them through a single set of cost 
prlnelplee and If everything wore allowable maybe this 
would be a good result from their point of view. 

Anyway, the set that we have today I think 
in considering it you would have to start with the roughest 
part; that is, the applicability. How are you going to 
use them? We have it, set up, first, starting with the 
obvious. They would be used as the contractual basis for 
reimbursement — for cost reimbursement type contracts 
vrtiich is not much different from the situation today. 

For fixed price contracts, the cost principles would be 
used. Boiling the whole thing down to its key clutch 
word, they would be -used as a guide. 

Now, in the contract termination setup, they 
would be used also as a guide, me Section 8, today, 
suggests the use of cost principles as a guide and some 
of the language that is in Section 8 of ASFR with respect 
to the use of cost principles and the termination situation 
that language was so good we tho\ight, some of us, that we 
lifted it. If you will check it, you will see we have 
lifted somewhat the good language, and have put it in 
the applicability section of these new principles. 

We have the problem, here, a very real problem 

of the spectrum that we are trying to cover, me cost 

♦ - 
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situation vrtiere we traditionally feel that we should 
be very conservative, moving down the line to the re- 
determlnable contract, redetermlnable aifter the fact. 

Now,, we don't use many of those In the Navy but I am 
rather surprised at the extent of their, use In some of 
the other Services partlculaurly In the Army. 

If you have an after the fact rerdetermlmble 

. i • I 

contract of $100,000,000, do you have a situation pretty 
close to a cost relmburs^ei^t type contract? Yes, auid 
how about the next one down the line our eld friend 
and Incentive contract, fixed price Incentive contract? 
!Uie contract clause, itself, says there will be a 
negotiation of costs, and this Is done after the fact. 
Olhls Is a retrospective application. We know what has 
been Incurred; what Is the Department of Defense policy 

i - ■ ’ 

here. You don't have to be guessing, you do have a 
negotiation but not something that Is out in the wild 

t 

I ■ 

blue yonder, a situation that calls for and requires a 
certain degree of precision, not a completely boxed In 
type of but precision nonetheless, and as you 

move down the spectrum you come to the other family — the 
other wrinkles In the family— of redetermlnable contracts 
and In many of these you need contract cost principles. 

You need something. Anyway, we start off with 
that, you need something and we hope that we are providing 
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you with the something In these principles. 

I think I might profitably spend a little 
time on this particular section, the applicability, 
and I am going to read you something which is 
substantially accurate as to the way it will be 
published, and this will come. out as a part 6 of 
section 15 vdilch will be headed “ Guidelines for 
Application in the Negotiation and Administration 
of Fixed Price Type Contracts, and in the Negotiation 
of Termination Settlements . ” 

Bicldentally, you will notice that we have 
treated the termination situation quite similarly to 
the other situation that you meet in the retrospective 
costing or pricing. Your termination is a situation 
in vAiich you use cost principles as a guide for. a 
negotiated, settlement at a point idiere costs have been 
Incurred, and there are parallels In the negotiation 
situation which I have already mentloned~af ter the fact 
re-deteralnable; your incentive contracts, and some of 
your other re-determlnables so your terminations are 
mixed here so this part provides guidance for the parts 
2 and 3> and for evaluation of costs in pricing of 
negotiated fixed price contracts and subcontracts in those 
instances vrtiere such evaluation is required to establish 
prices for subcontracts and in the negotiation of 
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termination situations. 

Itoder fixed price type contracts, the 
negotiated price is the basis for payment to a contractor 
whereas allowable coats are the basis for reimbursement 

under dost reimbursement contracts. Accordingly, the 

♦ 

policies and procedures of ASPR, Section 3, part 8, and 
that is of course the specific ASPR containing our 
pricing policies, are governing and shall be, followed 
in the negotiation of fixed price type contracts. 

Coat and accounting data may provide guides 
for ascertaining fair compensation but are not rigid 
measures of it. Other types of data or criteria, or 
standanas, may fumlsh reliable guides to fair compensation. 

The ability to apply standards of business 
Judgment as distinct from strict accounting principles 
is at the heart of a negotiated price or settlemeht. 

You see, there, our attempt to remove ourselves 
from any potential straight Jacket which may be forced 
^ result of publication of a comprehensive \ 
set of contract cost pr^clples. Here, we have specifically 
referred back to the policies, our pricing policies. We 
have said they will be controlled, and we have put in some 
of the language from the termination section that I at least 
thought was pretty good. 

Now, we have still the problem of differentiating 
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between retrospective pricing and prospective pricing, ’ 
where you are looking back to a cost that you have Incurred 
It seems to me you have one situation where you are 
looking ahead, and guessing that you have another 
situation, so we try to get at that kind of a break in 
this fashion. 

First, as to these two among the different 
types of fixed price type contracts, the need for 
consideration of course varies considerably as Indicated 
below. First, retrospective pricing and settlements 
In negotiating firm fixed price or settlements for 
work which has been completed at the time of negotiation 
that Is, final negotiations under fixed price Incentive 
contracts, re -determination of price at the completion 
of work, or negotiation of a settlement under' a contract 
terminated for the convenience of the Government. 

The treatment of cost Is a major factor In 
arriving at the amount of the price of settlement. 

However, even In these situations the finally agreed 
price or settlement may represent something other than 
the sum total of acceptable costs plus profit, since the 
final price accepted by each party does not necessarily 
reflect agreement on the evaluation of each element of 
cost but rather a final resolution of all Issues In the 
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negotiation process. 

If you were to sit down, yourself, in all 
honesty and try to attack that prohlem I wonder what 
you’d write. That is what we wrote. The type of 
language was written some three years ago, and I take 
no personal credit whatsoever for it. The section on 
forward pricings 

"The extent to which costs 
influence forward pricing varies 
greatly from case to case. In 
negotiations covering future 
work, actual costs can not he 
known and . the Isqportance of 
cost estimates depends on the 
circumstances.. 

The contracting officer 
must consider all the factors 
affecting the reasonableness 
of the total proposed price, 
such as the technical production 
or financial risk assumed; the 
complexity of the worlc; the extent 
of competitive pricing, and the 
contractor’s record- for efficiency, 
economy, and ingenuity. 

Available cost estimates 
must be present to bargin for 
total price, to equitably 
distribute a risk between the 
contractor and the Government 
and provide incentive for 
efficiency and cost reduction. 

In negotiating such a 
price, it is not possible to 
identify the treatment of 
specific cost elements since 
bargaining is on a total price 
basis. Thus, while cost data 
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Is Often a valuable aid it will 
not control the negotiation of 
prices for work to be performed 
or a target price under an 
Incentive contract , " 

Does that, I wonder, give you enough room to operate in 
in the manner In which you have become accustomed, and 
In the manner In which you would prefer to remain 



accustomed? I think it does. 


Now, we come to the punch line of the 
document which goes on this wayt 

"When, pursuant to ASPR 15-6 
or 2, costs are to be considered 
In the negotiation of fixed price 
type contracts , " 

If I might stop there, that Is rather liig)ortant. "When 
cdsts are to be considered ." Now, this doesn't intend 
to say, doesn't mean to say, and I hope won't be 
construed to say, that costs are always a factor In 
negotiating prices. Very often, under the right 
con^jetltlve situation as we all know we don't care what 
the man has In his cost. We are not Interested. We 
don't want any breakdown. We, I think, all believe 
quite sincerely that the very best price that we can 
obtain Is one which is established in the marked place 
under competitive conditions. 

That Is how the water gets out, and when we 
are satisfied that conqpetltlve conditions are correct 
and that they have taken the water out, we don't care 
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anything further and shouldn't care anything further 
about the use of cost principles and that is not 
intended to prescribe the use of these principles 
when you would not, yourself, even today want to look 
at the breakdown of costs. So, to go on: 

"When, pursuant to ASPR so 
and so costs are to be considered 
in the negotiation of fixed price 
type contracts, the appropriate 
part of this Section 15 shall be 
used as a guide in evaluation of 
cost data required to establish a 
fair and reasonable price in 
conjxuictibn with other pertinent 
considerations as set forth more 
fully in ASPR Section 3, part 8." 

Again, a throwback to pricing and an abundance of 

caution if you will and to go on: 

"In the case of negotiated 
termination settlements, Sed'tlon 
8 Part 3." 

So that, then becomes the punch line for the use of 
cost principles in the fixed price contract area. Now, 
what- do you do;, how are you guided in a case where you 
are in an argpiment with the contractor over a specific 
item of cost? ■ 

Now, we sometimes talk rather loosely— we 
procurement people— about how we use costs in negotiating 
price and. you sometimes get the idea that we really are 
not much Interested, that we go through no real approach 
and get a price that is real tight and close, and that we 
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get It out of the alr> and you and I knov that we 


sometimes do It that way« but more often than not we 


are in there pitching with some detail, and we are 


looking at the cost and you can't look at costs 


plural, you look at costs singular, those that are 


of any magnitude. 


Now, suppose you under this set of contract 


principles are In an argument with a contractor on an 


Individual Item of cost, and you know what this document 


says, that the principles will be used as a guide, and 


our guide says they are unallowable. What happens in 


an individual case? Ve haVe tried to write it in a 


retrospective situation; that is, where you are in an 


argument as to cost that has been incurred, and we have 


tried our hand this way: 


'In retrospective pricing, 
wherever an occasion arises in 
which the acceptability of a specific 
item of cost becomes an issue, the 
appropriate part of this Section 15 
will serve as a guide for the contracting 
officer in his conduct of negotiations." 


This particular little paragraph is one of the most 


important in the entire document, and six or eight 


months ago — I guess as short as six months ago— that 


paragraph read considerably different. It read something^ 


like this that whenever an individual item of cost becomes 


an issue, the contracting officer will serve — the contract 
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•cost principles— will serve as. a basis for the resolution 
of the Issue. You see the difference? 

In the latter instance, you would he pretty 

well hound in an argument with a contractor to resolve 
it the way the hpok says. . As here written, there is 
obviously a need to follow the policy laid down by your 
bosses. They say you will use these as a guide. They 
didn't say, however, t^t you will have to use It every 
time . They dldh say that you have to throw common 
sense out the window. They didn't say that you would 
abandon overall bargaining. You can, I think, depart 
from these but when you do, when you depart from the 
guidance that has been laid. down by your superiors, it - 
is only right that you have a pretty good story. 

i You shouldn't depart on some whim of your own. 

■ ' ■ 1 ; ' 

You ou^t to be willing to stand up and be counted. We 

- r 

have other language here which will, I hope, not get . xis 
into the stralghtjacket of having to examine each and 
every minor item of cost and where we don't follow the 
blueprint exactly have. to. fill the file with that much 
Justification.. We don't intend this, and I think that 
there is enough flexibility here to prevent it, absent 
some bad approach— if you will— by those who might be 
looking, over your shoulder including the procurement types 
who do that sort of work,, and the audit types. But, absent 
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the wrong approach from that standpoint I do not tMnfc ' 
we haye built a straight Jacket for you, 

V We have tried to describe this somewhat 
along these lines : 

"In applying Section 15 to fixed 
price contracts, contracting officers 
will, one, not be expected to negotiate 
agreements on every individual element 
of cost. TWO, will be es^ected to 
use their Judgment as to the degree of 
detail In which they consider the 
Individual element of cost In arriving 
at their evaluation of total cost where 
such evaluation Is appropriate. 

However, the negotiation record 
should fully substantiate and Justify 
the reasoning leading to any negotiated 
price," 

Now, that last sentence Is no more than you have today ' 
as a requirement. Now, how are these going to be used 
by our contractors? Are they bound by these principles 
In preparing their cost breakdowns? This Is a very 
touchy area, a very difficult one, one In which we 
obviously don't see eye to. eye with the contractors. ~ 

We have tried our hand on It this way, bearing 
in mind that regardless of what we said that no contractpr, 
or r should say prospective contractor, would be bound by 
anything we say here because this Is a document— well he 
would In certain situations possibly— but by and large 
these will be used before the man Is a contractor. He 
Is a prospective contractor :and„ hence. Is not legally 
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contractually bound. 

Vell« we tried our hand at expressing this 
and this Is some change from earlier drafts^ some 
loosening up If you will. 

"In order to permit the proper 
evaluation of cost data submitted 
by contractors for use In negotiating 
prices^ It may be necessary to obtain 
breakdowns or account analysis In 
respect to some cost elements particularly 
those whose treatment may be dependent 
Upon special circumstances as stated 
In the principles. 

Contractors will be expected to be 
responsive to reasonable requests for 
datl^ of this kind." 

It Is a little think. Will It do any good 

at all> that kind of language? I think It will. WHl 
It do the most good? You have a difference of opinion. 
Some, of course, feel the contractor should be required 
to the maximum extent we can, using all of our poweiTS, 
to prepstre his account analysis, and cost breakdowns, 
strictly In accordance with the contract cost principles 
because this makes the audit Job easier; makes the 
consideration of costs and pricing easier. We have not 
adopted, here, the rather stringent approach. 

Well, I have spent a great deal of time on^ 
the applicability because they are really at the heart 
of this whole exercise. ~ I recall speaking with Jim 
Bannermann the other day, and he was recalling this whole 
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exercise which s'tar'beGl In about 1953# when a gentleittan 
on the Staff of the Office of the Secretary of Defense 
had In his hand a document which he had developed 
called "A Comprehensive Set of Contract Cost Principles ", 
and they had a meeting of the three Services to find 
out what this was all about, and It was announced as 
being something that was all ready to go, and should 
go right away. 

Here was a new blueprint of cost. This 
would save us all kinds of money, and Jim relates 
the story of how he was sitting In as the Navy 
representative on that meeting, and how he came back 
and he says, "Actually, before I even left the Pentagon 
I was on the phone. I was ringing bells all over the 
Navy building, and all over everywhere that I could 
ring them," and he succeeded In getting enough people 
exercised about this whole scheme that It was delayed 
somewhat, about six years. Bannermann had good Navy 
training. 

But, Jim went on and said that this early 
draft had not a word on how are you going to use them, 
and this of coiirse was at the crux of the whole exercise 
and so they set about drafting how to use or, as we call 
It, the applicability and some two or three years later 
they had an applicability not In basic substance too much 
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■ different from that which I have described to you 
this morning. 

We have made it more flexible. We have 
fixed it up here and there, but in its basic elements 
it is not too different from that which was developed 
about three years ago, and which the majority of 
procurement types decided was then a feasible project 
having described the use to which these principles 
would be put* 

Well, now, let's get into the principles 
in slightly more detail. We, of course, have here 
much more detail than we have in the book today. I 
think the present Section 15 has what, five or six 
pages, something like that. I would guess that the 
new cost principles in tenns of pages— which is a 
rather bad way to measure — but in terms of pages maybe 
25 or 30 pages* That gives you some idea, you have . 
considerably more guidelines in many, many, areas. 

We have, for example, tried our hand at 
defining reasonableness, ,^d allooabillty.. . Sort of 
foundation words, wouldn't you say? Foundation words 
with respect to the current Section 15i and yet not 
defined in the ASPR today. They are probably not 
susceptible of precise definition, particularly the one 
on reasonableness. But I think you will find that they 
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will be helpful In certain situations. We have provided 
for a gimmick known as "advanced understanding." 

Now, an advanced understanding Is something that takes 
place obviously In advance of the signing of the 
contract, in situations in which the question of 
reasonableness or allocabllity are quite difficult 
to determine, and these advanced understandings are 
particularly Important when dealing with contractors 
who do a very large volume of business the great 
majority of Which Is with the Government, and where 
the competitive forces of the market place do not 
control their activities in a very elaborate fashion. 

So, we provided that advance understandings 
should be reached In these instances* We have a 
difficult problem with respect to the reasonableness 
of executive compensation. Now, we don't have this 
all the time, but we have It sometimes particularly 
now since the new principles will have as the guideline 
the man's total congpensatlon no matter how he gets it. 
Shouldn't you sit down In difficult situations before 
the contract is placed, and figure out with respect to 
a particular contractor what the salary scale Is golng^ 
to be so far as what we pick up? 

You have some real substantial problems with 
respect to overhead, research, expenses. Shouldn't you 
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‘ sit down and do these things In advance? Mass 
movement of personnel; pre-contract costs; there are 
a list of seven or eight areas which are suggestive 
In this new set of cost principles, suggestive of 
advance understandings and when you have reached 
advanced understanding^ in the cost reimbursement 
area they will be incorporated Into the contract. 

In the fixed price area, this wliLl be put 
Ip the contract file. Now, others would have us put-- 
others meaning, more specifically, the General Accounting 
Office •^-Wpuld have us put these advanced understandings 
as a part of the contract regardless of the type of 
contract, but as now set up It would be in the contract 
file except in cost, reimbursement type situations as to 
the indl^ld|tal Items of cost that are, we will say, in 
the allowable category. 

I have Indicated that compensation will include 
all facets of compensatloh. regardless of how determined, 
which really bolls down to the real severe argument 
within the Department of Defense as to whether bonuses 
based on profit sharing plans would, be allowable. That 
one reached the level of the Secretary of Defense himself 
last year about this time, and he decided that the 
total compensation was the key. 

Research is a particularly difficult Individual 
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cost element. Probably absolutely the most difficult. 

Here, we are caught in the hems of a dilemma. The 
research people want to stimulate research. Independent 
research, by contractors. Non-sponsored research, on 
the theory that these contractors can break a lot of 
research barriers on their own, and can do it often 
cheaper. 

So, how to provide the incentive through 
reimbursement of overhead for Independent contractor— 

V • ' V, ■■ 

independent research — and avoid the runaway situation 
which some of our contractor friends obviously Indulge 
in? We know that contractors, today, get ahead primarily 
on their technical excellencei. They have to get themselves 
that postxire of being better technically than the other 
fellow, and if they can get themselves in that posture 
on our money isn't that lovely. How to prevent that 
in a situation where you don't have the competitive 
restraints of a mix of commercial and military business. 
Ihere is the dilemma. 

We had an approach before an Industry meeting 
of last year, ^Ich would lump the thi^e kinds of research 
this way. It would lump basic research, or blue sky 
research, or general research, whatever you want to call 
it, and applied research together, or rather in our 
previous one we split basic research and applied research 
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with the applied following the- pattern for developnent 
and w hava beocxse- rather substantially convinced 
that any attempt to draw the line between basic 
research and applied research is fraught with all 
kinds of complications, so we have dropped that concept. 

We have, now, lumped applied research 
and basic research together and we have said — and we 
call this, then. Independent research, so independent 
contractor's research Is a reimbursable element of cost 
through ove,rhead. 



Now, subject to what? Subject to these advance 
agreements that I Indicated that we would agiee with them 
In advance on these things, which provides one check on 
It and provided In the principles themselves also are several 
methods by which we can come at the problem of paying 
less than what the contractor wants to put Into It. 

!Thls Could be A dollar sharing. For every 
dollar ha puts, we will put a dollar in. This can take 
of a review of Individual resesipch programs 
and decisions as. to which one we will support; things 
that we are doliig today for the moat part, and we have 
an agreement to have a three Services approach to the 
research expenses to be reimbursed throu^i overhead 
for the major big large contractors < 

We have nOt figured out how to do this yet. I 
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hate to think of how to do it, but I suppose we have 
got to but this Is a realization that some of these 
expenses get so big that there must be some coordin- 
ation as between the three Services and^ obviously^ 
there let 

us hear this loud and clear. 

They say we obviously can not sit down with 
500 Individual different contracting officers eind argue 
about how much of our research will be reimbursed for 
overhead, Ihey won’t be capable of these decisions, 
we will be put through a terrible nightmare. 

So, we will try to do It centrally by 
departments, and then we will try to get the. department 
to work together pretty much the same approach , that we 
use In negotiated overhead rates.: 

. Time Is running; If I might skip along, and 
mention some of the Individual unallowable costs that are 
In this package. As you can Imagine, some advertising 
costs are unallowable. Our old friend the institutional 
and product advertising will stay unallowable, but by 
and large the principle will look something like the 
current principle on advertising, with some additions to 
It, some liberality, scane reimbursement for exhibits 
and things of that kind that we don't even treat today. 

Interest will be unallowable; you can have some 
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fun debating that one If you like. I don't have the 
time to develop It here-. Let me aay only that most 
people agree that interest should be unallowable. 

Whether they are right or not Is another question, but 
even In Industry the feeling of the people who, have 
tried to analyze this concept abstractly differ. We 
have It as unallowable. 

Contributions and donations, another friend, 
unallowable^ bad debts, unallowable^ stock options, 
unallowable; Just a few. niese I don't think are of 
any surprise. Now, about the final package with resiject 
to cost reimbursement type contracts. Is It more liberal? 
Will a fellow get more under these new principles than 
under the old? That is rather Important when we start 

worrying about whether we cah amend current contracts 
or not. 

We can not provide a completely definite 
answer On this. I will give you my personal opinion. 
Contractors have been giving us the business saying 
when you publish those terrible new contract cost 
principles don't forget that you have got to provide 
a mechanism to give us an equitable adjustment as to 
Increase In prices, to make these things equal~the 
old versus the new. 

I don't think this is factual, however, my 
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own view Is that the new principles — and before I . 
Indicate that view — let me merely hedge further by 
indicating that as I have described the research 
principle and the advance agreement idea, that a 
lot depends on the actual administration of these 
principles. The man doesn‘t automatically get reim- 
bursed Just because you put out principles . 

But, this concept, I have the pBfffOMl = 
opinion that as to cost reimbursement type contracts 
substantively : there will not be a great deal of 
difference. I feel that there is a slightly more 
liberal set of cost principles that will be coming 
out, more liberal than today, more liberal than the 
principles that are published. Not quite so much 
more liberal if you consider together the principles . 
that are published, plus our practices under them. 

Our practices meaning what we are doing to 
fill in the gaps that eaclst today, so I think slightly 
more liberal in the cost reimbursement type situation. 

In the termination situation, and in the fixed 
price situation, well in the fixed price situation we 
have no guidelines today prescribed, I have the idea 
that the new principles will require, , and certainly 
they are Intended to require, more precision in the 
negotiation of prices and, hence, I think that the 
FOR OFFICIAL USE ONLY ; 




W6 have had six years* history of this 
exercise* We have met with Industry Innumerable times. 

We had a father unique meeting In October of last year 
where the twelve Industry associations Interested In 
this exercise got together and nominated a spokesman 
whe came before a meeting which I am sure a lot of 
you attended^ which Was primarily for the benefit of 
the decision making Assistant Secretaries of the military 
departmettts, and in the Pentagon, to listen to both 
sides of the oontfoversisl items* 



The Industry Spokesman said his piece, and he 
didn't pull any punches, _and the Government spokesman 
said his piece, and there was a verbatim transcript of 
that. Incidentally, I think there are still a few copies 
of i that available for any students In the audience, but 
subsequent to that meeting we received further written 
comments. The written comments on that, and I am not 
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exaggerating, are about this much paper. Subsequent 
to the October meeting, we received some more written 
comments. After that, in April of this year, a small 
group of us sat down with four ^ry experienced industry 
spokesmen and ^ent over the document again, page by page, 
word by word, not necessarily as to substance but to 
clear up ambiguities in the meanings of the words. 

One of those industry people, for example, wae 
a senior partner of one of the best known accounting firms 
in this country. Others were some of the more experienced 
contractor negotiators that I. know. 

Industry, of course, doesn't like the appllca* 
bility to fixed price contracts . They are afraid that 
this will lead to formula pricing. They want the 
all-cost concept. That is the concept which I think 
they expressed in the following comprehensive set or 
cost principles : 



I 

1 

i 



"Should allow all the legitimate 
costs of dbing businesa provided they 
are reasonable and allocable to the 
contract involved*" 

Would you buy that? Would you buy that? I buy it, with 
a hedge. That is not a bad premise; that is ‘almost a 
statement of what we started off with our selves, but what 

ft 

we have done is pre-determlne some of these reasonable 
situations as a matter of policy. We have pre -determined 
that it is not reasonable to have contributions and donations 
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* and interest, and these other things, allocated to 
our contract.;. This is what really departs us from 
industry. 

Other people have an interest. The General 
Accounting Office, they have "been hammering us for years 
to get out a sot of cost principles applicable across the 
board. They have written very strong letters. They are, 
as you know, a very potent force. They could well gel; 
the Congress so excited that, they would hold hearings, 
and try to devOlop contract cost principles by law. This 
has been threatened,, but I have never considered it 
to be a very serious matter. It is something, though, 
that is on the horizon » 

We have met with the Comptroller himself 
within the past months haVe discussed this with him, and 
we have Just, a few days ago received his written comment^; 
Our approach to him was that it is better, we think, to 
get out something noW than to spend smy further time in 
refinements and hence we are going to publish his commente. 
It was about two and a half pages, but really it was in 
the nature of a nit-plck. He says: 

”lt isn’t abundantly clear that 
your test of reasonableness which 
you have oyer in the front of your 
document, and which you speak of two 
or three, or four times elsewhere, it 
isn't absolutely clear that the test of 
reasonableness applies to each and every 
individual element of cost." 
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We certainly Intend, in this business, 
that it is best if everybody is a winner so we make 
the Comptroller General a winner by ijutting in a 
sentence which says, "Don't forget that reasonableness 
does apply to each individual eibment of cost." So 
we are, I think, passing the hurdle of the Comptroller 
General. 

The Congress has threatened us with hearings 
on several occasions . It is my feeling that we are 
probably going to have hearings in the next session 
whether we publish the principles or whether we don't 
publish the principles, and I think that we'd be better 
off if we published them. 

We had an Interest from the White House from 
a fellow named Mr. Saulnler, who is the Chairman of the 
President's Council of Economic Advisors, who was worrying 
about the Inflationary potential effects of this exercise . 
We have met with him. Other government agencies are 

i 

Involved. AEC, we have been discussing it with AEC and 
by and large they are in agreement with the set that 
we have . They have about four specific principles 
that they will have some departure from. 

I think we have been discussing it with NASA, 
the Space Agency, and they buy it. We will make this 
available to the General Services Administration , and 
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it will undoubtedly appear In the Federal Procurement 
Regulations . 

Well> as to a personal evaluation of this 
whole thing, the following are at least my views for 
what they are vrorth, I think that this whole exercise 
is nedessary. I think that the present set could be 
Improved. It isn’t the way I would personally write 
it in all respects, I suppose anybody could say that, 
however. This is such a controversial area. 

The thing that bathers me is that we started 
with a good premise, and we varied from it. We started 
with a good premise that we would say all boats are 
allowable unless there la a damn good reason why they 
shouldn't be, some overriding public policy reason like 
entertainment, WS couldn’t have a set of cost principles 
that said entertaihinent was an allowable cost because 
of public reasons, but we shouldn't make certain costs 
across! the board unallowable because they are hard to 
administer. We have dopie some of that. I think this 
isn’t good. 

I think that we have, in the package we have 
now, the best results that we could hope to get . I think 
that, as I have said,- that it is essential that we have 
a con^rehenslve set of cost principles. It is management’s 
duty to provide guidance in this area. I can’t, myself, 
quarrel with the basic theory that a cost is a cost 
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regardless of the type of contract > and I don’t think 

that we should be selecting a contract type merely 

because of the difference in reimbursement cost; 

reimbursements that might come under it. We should 

select our contract type for other reasons. 

I think that we do need uniform guidance. I 

think we must recognize that the forces of the market 

place and competitive restraints are not present in a 

substantial part of our procurement^ and I'd like to 

quote from a very capable gentleman from the Secretarial 

level who had this to say: 

”I wonder how soon some very 
sincere people in this business will 
recognize that whether we like it 
or not more and more of the contract 
dollar volTime is based on cost 
regardless of the label of the 
contract.” 

Not a bad observation. Now> there are some dangers in 
the exercise that we will have to watch very closely. 
There is a danger to our pricing philosophy. We have 

i 

tried to build in safeguards. If: you don't worry about 
this whole exercise^ and the effect of it^ I say you 
are not knowledgeable in procurement . You must worry 
about it. We are worrying about it. We are worrying 
about its use in the hands of inexperienced personnel . 

We are worrying about its use by people, some people, 
mostly inexperienced, who will use these principles as 
FOR OFFICIAL USE ONLY 
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a crutch to avoid criticism rather than doing a good 
Job of overall bargaining. 

We are worried, sincerely, about the possi- 
bilities of misuipe of these contract cost principles bjr 
certain audit elements and by the General Accounting" 
Office. I said certain audit elements and, of course, 
didn't mean the Navy audit elements. But, if you will 
be honest ih your own evaluation,. I think you must have 
as a basic worry the use to which those who have the 
Job of criticizing us, of second guessing us, what use 
will they put to; this document. 

. -You might say, "Sure, it is helpful to me, but 
in the long run it isn't going to help me if the other 
fellow can beat me over the head with it on and off so 
badly that i don't get my work done, so it forces me to 
go to cost price contracts or price all my negotiations 
on a formula basis.” 

• I don't think that the dangers inherent here 
are insurmountable. I think they can be ovSrcome, and 
we will try to insure that they won't take place* I 
think that the principles will, at times, give industry 
a handle against us. I think that it will be sometimes 
more difficult to negotiate an individual element of 
cost if industry can point to a set of principles that 
says allowable and now allow it when you are trying to 
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pick up a piece of it. Maybe the reseeo'ch principle 
will be in this category. 

This set is not a ctire-all. It has got 
compromises in it. I don't think that it will have a 
great impact on your negotiation process. X don't thinlc 
there will be a ground swell of resentment from industry 
which will be Important or effective enough to give you 
insurmountable negotiation difficulties with major 
contractors refusing to take contracts. I do not see 
this implication . 

Now, what is the present status of this 
exercise, and here I have to be less than completely 
forthright because they have not been finally approved 
for the final printing, but 1 say to you that they are 
getting close. We have in mind that they will be 
published in, say, within a few weeks. This could, as 
you know, be within three weeks to let's say fifteen 
weeks, so I will say within weeks they will be published — 

I think, 

I see my old buddy and friend Harry Christenat 
down there who would deajjhily love to meet me after this talk 
and bet me another cigar that they won't be published in 
this fiscal year, and this time I will probably take 
him up again, and the ohly thln^ that I can say is that I 
have paid off my friend over ten Corona Corona cigars 
already. But, I will estimate that this is weeks away. 
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I think it is the closest that it has ever 
been. We have in mind that even when it is published 
it will not be mandatorlly effective until the first 
of January— excuse me — until the first of July next 
year. We obviously don’t want to have something that 
has the potentially disruptive effect of these to come 
in, we will' say, in April or May, or March for that 
matter and so we have skipped over into the first of 
July for mandatory use. They will, of course, be for 
use as a guide in the interim period. 

We will be issuing, when these are published, 
there will be an official Department of Defense press 
release issued. There will be a lot of 'yakety-yak about 



it. We will attempt to distribute advanced copies through 
out the military so that you don ' t first see these 
principles in the hands of the contractors, a situation 
wMch sometimes happens. 

Welli I have covered a lot of territory here 



this morning. I hope that I have given you at least some 
food for thought, and at least I have exposed some of ny 
own personal views; whether you like them or not is beside- 
the point, and I will say it has been a pleasure to talk 
to you and I will be glad to duck your questions as best 
I can. Thank you. 


[Applause ] 
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In trade and technical Journals valuable for dissemi- 
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Qnergency facilities 
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to Government contracts or subcontracts 
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Service and Warranty Co ata 
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Incurred la the normal course of over-all adainistrar" 
tion of the business 


only 




Directly attributable to perf ormanca a:f a. f ^ n. 

contract 


15-205.46(0) 


I- As an indirect cost 


Mecesaaiy, reasonable costa of fai^Lly aovwiMnt.* ana 
personnel movements of a special or mass nature 


15-205.46(d) 


15-205.We) 


I- Special allocation required where 


a^roprlate 
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8. Contri^jutions and Donations. 


Industry objects strenuously to our proposed 
disallowance of contributions and donations. 
Industry clalJfla that expenditures for con- 
tributions and donations are normal and 
legitimate costs which they must Incur. 

Industry feels that the possible proble^ \ 

excessive gifts can be solved by the esi f 

ment of certain teats of reasonableness v 
are acceptable to both Industry and government. 


10 Sapt 1957 - 8/ZL/58 Draft 

(h) - ifrrif 1— contribution, and donations are unallowable. 


9, Interest 




TnliintiiT ^"«<tiQn 


Induatry argu^ neeesl^^*°"^“^*^* 
borroulnga Mda aaalnat our con- 

gliould b." allowed ** . . tj* flucttt- 

traote. buelnee. preclude. 


3. Training and Education. 


Tn^‘in*rr 

Industry It”bl 15*0otober 

SS. lS.SSnt"writt.. c«™nt. failed to 

nantlon this 


Issue 

11. Plant Reconversion Cost. 


Indurtry eontends that there are 

wherein equity require, the pay»nt of P^“” , 

^i^nrer.!^ eo.t on a mutual^ 

Indurtry contend, that our Stta ^ 

any TOch negotiation on a ease by caw basis. 


12. Overtime. 


Irnliin^iTT 

“”"''X“rssrrS«rb.tai‘s i 

Prlncipla** 


We do not feel that all contributions and do- 
nations should be allowable. However, we pro- 
pose an extensive change in' this principle 
to allow the coats of reasonable contributions 
to establiaht^on-profit charitable organizations. 

The Air Force representative does not conctur in 
this change from the 21 August draft. The follow- 
ing addition to the 21 August draft is proposed: 

"Reasonable contributions and donations to es- 
tablished non-profit charitable organizations are 
allowable provided they are expected of the con- 
tractor by the conaaunity and it can reasonably be 
expected that the prestige of the contractor in the 
community would suffer through the lack of such ' 
contributions. 

"The propriety of the aaoimt of particular con- 
tributions and the aggregate thereof for each 
fiscal period must ordinarily be Judged in the 
light of the pattern of past contributions, parti- 
cularly those made prior to the placing of Govern- 
ment contracts. The amount of each allowable 
contribution must be deductible for purposes of 
Federal income tax, but this condition does not, . 
in itself. Justify allowability as a contract coat." 


Latest Suggested Revision 


Reasonable contributions and donations to established nonprofit charitable organizations 
are allowable provided they are expected of the contractor by the community and it can 
reasonably be expected that the prestige of the contractor in the community would suffer 
through the lack of such contributions. 

The propriety of the amount of particular contributions and the aggregate thereof for 
each fiscal period must ordinarily be Judged in the light of the pattern of past 
contributions, particularly those made prior to the placing of Government contracts. 

The amount of each allowable contribution must be deductible for purposes of Federal 
income tax, but this dondition does not, in itself. Justify allowability as a contract 
cost. 


Ve do not feel that Industry has made a case 
for allowance of interest as a cost. We feel 
that such allowance would provide a preference 
for one method of obtaining capital requirements 
over other methods, and therefore wquW provide 
an Incentive for borrowing for the performance of 
our contracts. 


While wo propose that interest remain an ttnaxx . 
cost, Ss reconnending a r.»l8lon In otir profit 
pollW appearing In J6?R 3-808.4 by adding a new 

mboaraaraph (d) which would read I 

subp^agr ^ Contractor’ a Tnv«^- 

The orient of the contract^' a total In 

tto ^foraiance of the contract will be taken Into 
cSSaWeS in the firing of the aa»unt of the fee 
o^ profit." 


In view of the lack of further Industry c^nt 
on this Itaa, we feel that 

contained In the 21 August draft, le correct. 


No change from the 21 August draft. 


While retaining the substance of our previous draft 
of this principle, we recognize the Industry argent 
that the payment of reconversion cost on a case by 
case basis should not be precluded by the cost princi- 
ples. 


We propose that the following provision be added to 
the principles: "However, in special circumstances 

where equity so dictates, additional costs may be 
allowed to the extent mutually agreed upon." 


We do not feel that any further clarification 
is required on this subject. 


No change from otir 21 August draft. 


ff I I I t 
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COST PRINCIPLES 


Q TTgST.IOW AND ArEWER SHEET - 

‘ I 

1. Q, How do these new cost principles change what the Department of Defense 

has been doing in the past? 

A. The Department of Defense has prescribed cost principles for 
cost reimbursement type contracts for many years. These 
principles have been prescribed for use only for cost 
reimbursement contracts. As to this type of contract j the 
new principles will not materially change o\ir operations 
although they provide more definite rules and to some 
extent cover cost elements not previously defined. The new 
principles will eliminate separate cost principles which we 
now have for use in negotiating termination settlements. 

The most significant new feature of the regulation is its 
use with fixed price contracts. We have not had cost 
principles for this purpose in the past. The now regulation 
will be used as a guide in the negotiation of prices under 
fixed price negotiated contracts to the extent that the 
evaluation of costa is necessary for the setting of fair and 
reasonable prices. 

2. Q. What will be the affect of the new cost principles with respect to 

cost recovery be a contractor for (a) cost reimbtirsement contracts 

and (b) fixed price contracts? 

A. As to cost reimbursement type contracts, contractors generally 
can expect about the same result under the revised coat rules 
as they are experiencing under present practices. A definitive 
answer cannot be given to the question of contractor recovery 
in the fixed price area since the range of situations here is 
too complex for generalization. Since we have not provided 
specific guidance in the past, these new principles will, at 
least in some instances, result in reduced recovery by 
contractors for certain particular items of expense. For 
example, interest has previously been an allowable cost in 
termination situations. In the future, interest will not be 
allowed . 

3. Q. How much money will these new cost principles cost the Department of 

Defense or how much will be saved? 

A. As indicated previously, about the same result will be e^erlenced 
in connection with cost reimbursement contracts. In the fixed 
price area, we eXpect that the new principles will ultimately 
result in more efficient procurement and, hence, savings will 
accrue in the long run. It is not possible to put a dollar sign 
•n any such savings at this time. 


4» Q» Wh 7 has the Department of Defense not premulgated cost principles for 
general use in the past? Whj has it taken you so long to do this job? 

A. The Department of Defense has had cost principles for cost 

type contracts and for termination settlements. The extension 
of cost principles to the fixed price area is a very complicated 
and controversial subject. It has been necessary to take into 
consideration the strongly held views of the many parties at 
interest, including those of industry. The resolution of these 
areas of controversy has been difficult and, hence, progress has 
been somewhat slew. 

5. Q. What are the more important areas of cost disallowance: 

A. These would include most advertising costs, bad debts, entertain- 
ment, contributions and donations, and interest on borrowings. 


6. Q. How do the new cost principles treat research and development expenses? 

A. A contractor’s independent research costs are allowable. 

Independent development costs are allowable to the extent that 
they are related to the product lines for which the Government 
has contracts. Wo have provided for certain administrative 
controls and limitations to Insure that those costs are reasonable. 


7, Q. Are executive profit sharing plans allowable? 

A. We regard compensation measured by profit sharing plans as a portion 
of an Individual’s over-all compensation. Such compensation is 
allowable to the extent that an individual’s total compensation is 
reasonable in amount. 


8, Q. What affect do these cost principles have on profit? 

A. The cost principles do not cover the subject of profit. Our 
profit policies are covered fully in Section III, Part 8 of 
the Armed Services Procurement Regulation, 

9. Q. Will this new regulation load to "formula pricing?" 

A. Formula pricing means the resolution of each item of coat 
by unilateral accotmting decisions. We do not anticipate 
that the new regulation will have this result. Otu* over-all 
pricing philosophy remains in effect. 




10* Q. - What' application will these cost principles have to contracts awarded 
by formal advertising? 

A. The evaluation of costs Is not appropriate under contracts 
awarded hy formal advertising. The cost principles will, 
however, continue to he used as a guide for terminated 
contracts. Including terminated contracts originally 
awarded after formal advertising. 


11. Q. What do you mean by the statement that the cost principles will be 
used "as a guide" In negotiating fixed price contracts? 


A. We reedlze that hard and fast rules with respect to costs 
are not appropriate for many pricing situations encountered 
under fixed price contracts, particularly In those Instances 
where prices are being established for a future period. 
Government personnel will be e;^ected to be guided by these 
principles to the extent appropriate In conducting negotiations 
In the fixed price contract area to the extent that the pricing 
action requires the evaluation of costs.. Any departure from 
the basic policies now established will require adequate 
explanation and justification. 


12 . Q. Is this new regulation agreeable to Industry? 



A. Industry has traditionally opposed any of our regulations 
which set forth specific costs as unallowable. Industry 
contends that the Government should allow a ll normal costs 
of doing business. For this reason. Industry Is opposed 
generally to most of the disallowances we have prescribed. 
Industry Is also opposed to the utilization of cost principles 
In the fixed price area. 


13« Q» Have the Military Departments concurred in this new regulation? 

A. Yes. 

lU. Q. Has the new regulation been approved by the Secretary of Defense? 

A. Yes . 

15* Q. Hhs the CcmptroUer General approved this regulation? 

A. The Comptroller General has been in favor of a single 

ccm^ehenslve set of cost principles for seme time . He has 
concurred in the desirability of publishing the new regulation 
without co mmi tting himself as to agreement on all details. 
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16. , Q. 

A. 

17. Q- 

A. 


18. Q. 

A. 


19. Q. 

A. 

20. Q. 

A. 

21. Q. 

A. 


What Congressional reaction do you expect? 

We expect that our new regulation wlU he well received by 
the Congress. ' 

How does the new regulation affect Sm*n Business? 



We believe It will assist many Small Business concerns In that 
It Is designed to foster an atmosphere of mutual understanding 
among contractors and contracting officers as well as provide 
guidance on the handling of many Items not previously covered. 

Why is the new regulation not mandatorlly effective until July 1 , i960? 

There are many details in this new regulation which will require 
study for both contractors and Government personnel. A longer 
period than usual was established in this instance to afford ample 
opportunity for familiarization with the new rules. 


Are these cost principles going to be used on a Government -wide basis? 

We expect that cost principles substantially similar to our new 
regulation will be adopted on a Government-wide basis. 

Will these cost principles mean more negotiated contracts? 

No. 

/ 

Will the new cost principles reqjilre contractors to establish new 
accounting systems? 

No. The revised cost principles are not an accounting 
blueprint which will reqiuire any appreciable chA«ge in the 
accounting systems of most Government contractors. 


Office of the Assistant Secretary of 
Defense (Supply and Logistics) 

26 October 1959 


ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON 23. D. C. 


November 24, 1959 

SUPPLY AND LOGISTICS 


Dear Daa: 

I met with, your boye yesterday and waa very 
appreciative of their attitude. I am not so sura we 
can aecompUsh this as of December first . but we 
are strlviag to work it out to their satisiactloa. 

Best regards, : ' 



Mr. Daa A. Kimball 
President, 

Aerojet*General Cozporatioa - 
6352 North Irwindale Avenue 
Azusa, California 
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IJAN a. KIMSAlX 

^ PRESIDENT 


Aerojet- General Corpohatton 

: _ ^0.352 NQRTII rRWi:^jAi:E-A 

..u. , AZTJSAvCALEFpR 


■ XC-l 


November 17, 1959 








Hon. E, Per^^^gOmig,., . 4 , 

Assistant Secretary (Supply and Logistics) 
Office of the S|^|^ry pf .Defen^g^^.- , .. 
Washington 25, D. C. 


Dear Perk, 






yh x-x .>1 -nx'sri'i"* 


I would lAe to have E. S. Reichard, Jr., our Director of Contracts 
come in to chat with you about applying the new Cost Principles to 
all of our contracts beginning December 1, 1959. 

I hope it will be convenient for Mr. Reichard to meet with you early 
in the week of November 23. 

Sin,e e jeiy jj- " > f s * 3 k 

.* -tc 

,prfe¥n.s:iJUi. 4 iD' . 






t 



^c«; E. Perkins McGuire 

DAN A KlMBALl^ 
President- 


Novenaber IT* 19Sf 


Hon« Tbmifts 8. Gatee, 

Tb« Depnt]r Secretary of Oefease v. 
WasIUaftott 2S( D« C. 

Dea»;TMa..;/' 




Cost Priaciplesr Seetioa XV» eonl4 be appUs4 to alt ol ear Oetoita# 
work bogiaaiag with our Gecal year; etartiag Daeeaabe» 


Xa this coaaeetioB* we would Uka owr peopla to dlecuea oar. tho^ltoia 
wito Mr,: Ferhlaa McGuira ia the- yary near totare. .. " 'yy;My::^^S4 

Wo thiak begiWag the uniform appllaadto of toa revieeA Coat?il-Ji§^ 
Priaaiples to all of oar coatraoto wiU prorida the 
oeaelateat methods of handling eoeto tovoa^ouboar oporattoael^^ 
rather thaa gradually ineerporatlag^tha new regiUationa wh^ aaw^l 
preeurementa take pla«o» 





VjV ^ 

•> -r - ^ 
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BAN A. KIMBAIX 
PKESTDENT 


AerOcTet- General Corporation 

6332 NORTH IRWrNDAI.E A\'ENUE 
AZUSA, CAUrFORXXA 


November 17, 1959 


o 


Hon. Thomas S. Gates, Jr. 

The Deputy Secretary of Defense 
Washington 25, D. C. 

Dear Tom. 

Aerojet -General Corporation believes the recently revised Contract 
Cost Principles, Section XV, could be applied to all of our Defense 
work beginning with pur fiscal year starting December 1, 1959. 

In this connection, we would like our people to discuss our thoughts 
with Mr. Perkins McGuire in the very near future. 

We think beginning the uniform application of the revised Cost 
Principles to, all of our contracts will provide the Government 
consistent metiiods bl, handling costs throughout our operations, 
rather thah gradually incorporating the new regulations when new 
procurements take place. 

Sincerely, 
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Aerojet-Goieral Itr 9Q0tl%h» SSH:lk of 17 See 1999 to 
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U. s. NAVY area' audit OFFICE 

WASHINGTON 25. D. C. 


IN REPLY REFER TO 


From: 
To : 


SO 

A6-7 


Officer in Charge, U.S. Navy Area Audit Office, 
Comptroller of the Navy (NCT) 


Aerojet Gen. Corp, 
Atl’antic Div'fsioli 

ISdO" !?- > 

Waahington, D. C. 


Subj; Aerojet-General Corporation - Atlantic Division, Frederick.Marylahd- 
Review, of Contractor 'a Liequest for Amendment of Existing Cost ‘ 
“Reimbursement^. Type Contracts to Incorporate New Contract Cost 
Principles 


Ref : (a) NevC^t (NCT) Itr NCTll, LlO-4, Ser;02958 dated. 28 December^ 1959 

w/encl - 

1 ^ ^ ■ '• ■ 


1. In accordance with the reference, a review has been made of the subgeit 
Contractor's book* and records for the purpose of evaluating the Contraitor" i 
contention that the di|ference would be negligible between costs reimbursable 
under the new goat principles (as published in ASPR Revision No, 50) as - 
compared with those ^currently Incorporated in contracts, 

2. The operations of the Atlantic Divialon Aerojet-GetiCval Corporation are 
limited to reseuch and development work; and involve’ only^ five cost-bype 
contracts with the Department of Defense:. Annual; sales for the fiscal ybar 
ended 30 November 1959, of $588,870.02, are classified as follows: 


Cost Reiubursable-Type Contracts 

Department of Defense 
U.S* Post Office Department 
Total Cost -Type 

Fixed Price 

Total Sales 


$185,378.14 

321,047.66 

$506,425.80 

82,444.22 


3, Review of the Atlantic Division claim, as presented under each set of 
costs principles, disclosed no differences in the amounts claimed, based on 
the Contractor's interpretation of reimbursable costs under Revision No* 50 
to ASPR. Tue Contractor has also expressed an opinion that no change or 
advantage is to be found in the application of the revised cost principles. 

4, Based on the foregoing review and audit of the Atlantic Division's books 
and records, the Auditor concurs with the opinion of the Contractor. 



ACTING 


Copy to: 

OlnCy NAAO, Los Angeles 


AZUSA, CALIFORNIA • TELEPHONES: LOS ANGELES, CUMBERLAND 3-6111 • AZUSA, EDGEWOOO 4-621 1 
A SUBSIDIARY OF THE GENERAL TIRE « RUBBER COMPANY 



IN REPLY REFER TO: 

920:3005 


Tlie Honorable Philip LeBoutillier , Jr. 

Deputy Assistant Secretary of Defense 
(Supply and Logistics) 

The Pentagon 
Washington 25, D. C. 

Subject: A mendi n g Contrsicts to Incorporate New Contrewt 

Cost Principles Issued November 2, 1959 

Reference: (a) Letter from Deputy Assistant Secretary of 

, . Defense to Aerojet-General Corporation, 
dated April 1, 1960> Serial: CR 

My dear Mr* LeBoutillier: 

On behalf of Aero jet -General Corporation, I wish to thank you and your staff 
for the effort and consideration given to our offer to serve as a pilot company 
in establishing a procedure for amending contracts to incorporate the new 
Contract Cost Principles. 

While we share your regret that the new Cost Principles cannot be Incorporated 
in all cost— reimbursement type contrEicts simultaneously^ we appreciate the 
difficulties which you may have encountered in applying such a procedure to 
the multitude of contractors within the Industry. Viewed in this light, the 
strength of the policy adopted seems evident since it is sufficiently broad 
to allow inclusion of the Cost Principles in existing contracts when pre- 
cautionary conditions are met. We are still hopeful of conpleting the change- 
over to the new Cost Principles at an early date, for it appears desirable, 
in light of the fact that the old principles will phase out eventually, to 
establish uniform operations under ciorrent regulations at the earliest possible 
time. 

Xou may be interested that Aero jet -General Corporation is presently availing 
itself of the in^iortant provision in the new Cost Principles covering advance 
\mderstandings. We are currently in the process of reaching an advance under- 
standing concerning allowability of Independent research and development costs ^ 


AZUSA, CALIFORNIA •, SACRAMENTO, CALIFORNIA • DOWNEY, CALIFORNIA • FREDERICK, MARYLAND 


920:3005 


The Honorable Philip LeBoutillier, Jr, 


an area which has provided a fruitful source of dissension in the past. 
Our program for the current year is presently under consideration hy the 
Tri-Departmental Committee^ established to review such programs as a 
result of the provisions contained In the new Cost Principles, 


lovx letter, referenced in (b) above, indicated that a review of the present 
policy on incorporating the .new Cost Principles into existing contracts is 
planned in about a year. If this company can assist you at that time, we 
will be pleased to do so,. Of course, in the interim, if we can be of service 
to you or your staff, please call upon us. 


very truly yours, 
AEROJET-CENERAL CORPORATION 



B. A, Kvis1 
Director of Contracts 
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U. S. NAVY AREA AUDIT OFFICE 

WASHINGTON 25. D. C. 


IN REPLY REFER TO 


SO 

^ A6-7 

Aerojet Gen. Corp. 
Atlantic Division 

2 8 JAtl ^SbO 

From: Officer in Chartjei U.S. Navy Area Audit Office, Washington, D. C. 

To : Comptroller of the Navy (NCT) 

SubJ : Aerojet -General Corporation - Atlantic Division, Frederick, Maryland 

Review of Contractor's iieijuest for Anendment of Existing Cost 
Reimbursement Type Contracts to Incorporate New Contract Cost 
Principles 

Ref : (a) NavCompt (NCT) Itr NCTll, LlO-4, Ser: 02958 dated 28 December 1959 

w/encl 


1, In accordance with the reference, a review has been made of the subject^ 
Contractor's books and records for the purpose of evaluating the Contractor s 
contention that the difference would be negligible between costs reimbursable 
under the new cost principles (as published in ASPR Revision No, 50) as 
compared with those currently incorporated in contracts. 

2. The operations of the Atlantic Division Aerojet-General Corporation are 
limited to research and development work and involve only five cost-type 
contracts with the Department of Defense, Annual sales for the fiscal year 
ended 30 November 1959, of $588,870.02, are classified as follows: 


Cost Rciubursable-Type Contracts 

Department of Defense 
U.S, post Office Department 
Total Cost-Type 

Fixed Price 

Total Sales 


$185,378.14 

321,047.66 

$506,425.80 

82,444.22 



3. Review of the Atlantic Division claim, as presented under each set of 
costs principles, disclosed no differences in the amounts claimed, based on 
the Contractor's interpretation of reimbursable costs under Revision No. 50 
to ASPR. Tne Contractor has also expressed an opinion that no change or 
advantage is to be found in the application of the revised cost principles. 

4, Based on the foregoing review and audit of the Atlantic Division's books 
and records, the Auditor concurs with the opinion of the Contractor. 


Copy to: 

OlnC, NAAO, Los Angeles 



ACTING 
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SCHEDUIE OF ACTION - POST PRINCIPLES 



Action 

Timing 

Responsibility 

1. 

Issue Revision 50 of ASFR (Cost I^inclples) 

2 Nov 59 

ASD (SSbL) 

2. 

Issue ^ess Release 

2 Nov 59 

ASD (PA) 

3. 

Press Interview DOD Spokesman 

2 Nov 59 

ASD (S8eL) and 
ASD (PA) 

4. 

Advise Secretary of Defense and Deputy 
Secretary of Defense 

28 Oct 59 

ASD (S&L) 

5. 

Advise Vhlte House 

28 Oct 59 

ASD (S&L) 

6. 

Provide Advance Copy of new regulation to 
Congressman Hebert and Congressman Mabon 

29 Oct 59 

ASD (S&L) 

7. 

Advise Departmental Assistant Secretaries 
(Materiel) of complete scbedxile 

28 Oct 59 

ASD (S&L) 

8. 

Distribute Advance Copies to key offices in 
each Military Department 

30 Oct 59 

Military Depts 

9. 

Provide Advance Copy to GSA, AEC, and NASA 

30 Oct 59 

ASD (S&L) 


10. Advise Indvistry Consultants 

11. Advise Trade Associations 



ASD (S&L) 
ASD (S&L) 


So 4* *<«o4 

•<*« i".- ‘f -M, f-t 
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MEMOBASinM POR TEE XSHJT7 ffiOtSIAR? OP ttsrWWB 

SDBJECT: PiibUeatlon of Our Bew Rpfln3ftt.lon on Oontroct Ooot Maeiplos 


Ve are now in the final etaeee of puhlicatlon of our new proeoro<> 
tent regulation aealing vith cost prindples whicii tie recently fliscussed 
with you. It trill he puhllahed on 2 Boveaher 1959» ot tfltia x tiae we 
also plan to issue a rather conprehexisive press rel^se» X have 
separately forwarcled a gernoranflUB to Mr. HeI3roy (Tsh A attached) to 
alert hln to omr plans and to provide hia with a copy at the press 
release. A copy of the press releas e (!Sah B) is atta c h e d for your 
Infonnationi In addition, I am providing you with a copy of our 
Action (asah c) tdiich indicates the laportant corollary actions 

vhlch ve are takix«. 


Atteehaenbs 
%h A 
Sah B 
TOh C 


ftepared hy: JMMEdloy/jm/23 Oct 59 
31774 X-72026 


Coordinated with: Mr. Bannerman 
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SUPPLY AND LOGISTICS 


MEMORANDUM FC® THE ASSISTANT SECRETARY OF THE ARM! (LOGIOTICS) 

THE ASSISTAIJT SECRETARY OF THE NAVY (MATEEtlAL) . 

assistant secret^ op ^ air force (MATERIH.) 

SUBJECT: Contract Cost Principles 


As I indicated at one of pur recent meetings, I am anxious that each 
of you he closely informed of our activities in connection with publication 
of the new cost principles. I am attaching a schedule of the various 
actions which we contemplate in this connection* TOiere is also attached 
a copy of a press release which we expect to issue on 2 November 1959 • 

In addition to the actions listed on the attached schedule, I have 
instructed Commander Malloy of ay staff to be in close touch with his 
counterpart in each of the services so as to keep him fully informed of 
our activities. 

I am sure that you will agree that the pu bli c relations aspects and 
the timing of our various actions is very important to this exercise. 

I solicit your assistance in assuring that we will have no breakdown in 
this regard nor any premature disclosure of either the cost principles or 
ovir specific plans In connection with their issuance. 


Attachments 

1. Action Schedule 

2. Press Release 


Prepared by: JMMall^/jn/22 Oct 59 

3E77^ X-72026 

Coordinated with: Mr. Banneraa n 
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DEPARTMENT OF THE NAVY 
bureau of aeronautics 

WASHINGTON 29. D. C. 


IN REPLY REFER TO 

Aer-CT-2 
3 Noveisber 1959 




Dear Pete; • 

I thought you might he interested in seeing your 
words in print. Enclosed are a coijple of copies of 
a transcript of your speech taken hy a BuAer court 
reporter at the OLlM-sponsored Procurement Lecttare 
Conference on 12 October 1959* 


Needless to say, because of the nature of the subject, 
there has been a very limited and discriminating 
distribution consisting of several of over procurement 
people and the BuAer Counsel. 


S. E. ROHBnS 
CDR, USN 
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TO: The AsslstaBt Secr«ta*y of SsfOase <Biipp3jr ind Xoei«tle«) 

JttSMx fidroctor for IfocMNsaeBt MLiegr. ^ 


PWbleo: TO »rorlde aa advance cop7 ^ 
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infongatioo. 
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research and developaeat principle* Biey were concerx)^ saore 
vith the precedent that our definitionB vouid have in fields 
heyoad contract cost principles* After a full discussion. It 
vas agreed that the definitions veto necessary to eaahla 
POP personnel to cca^letely laaderstead this cost prlncipla^^^ 
PASA repreoiaatetlveo indicated thst their sugeo®^t®® uas, froe 
their point of viev, destrahle although not ess«itial. We 
feel tMt our present propo sa l viU he coe^letely satis&ctory 
to WASA and vlll he used theaa v^paa puhlieation. 

Re>v«wn^»dAtlonr That you siffi the attached letter. 

Cbnourrence: Assistant Sccietajy of Befense (Oqb^) (Ifr. EUgore) 
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Sear llr. ■ 

1 «a advaae® ®osy of « BeriaJoo of the 

ib«ea Servlcee leiwMtxa^ 

Cdiitres* Coot Rdnelpiee. lie expect tl»t thie 
he Clstrihuted tfflcielly Isy the CovewoeBt Arintiog Qfflee 

oo 2 So'veoftier 39S9* 


I ea «a» of tte fact that our r^pective St^s haire 
hce& woorkli^ together ,00 meoy of the eairller Crafte of thlo 
Begulatloo* I obi eCvfeefl. that the oov Cost frlnrl plee^ 
viiich ee have afiopted, after aa extended period ^ .. 

sad consultation vlth the aany intereJte involved, ere, eitn 
few exceptions, agreoaibie to the At o ni c Soergy Cotfflul asi on« 

I it very destrahle ti»t the away Goveraoent a g wacie e 

with a primary interest In this project he substantially in 
egre<^nt as to the treateerct of costs tinder GovemoMit 
extracts. 


Sincerely youirs. 


Inclosure 
ASPR Revieion 

Ooctract Cost ftrlaclphes Arepaied hy: J>*Sallo5r/Jm/19 Oct 59 

yUTPi X-72026 


Mr* A. B« Znededee Coordinated vith: 

tteaeral Mr. Bennemen 

Boenor OoBDiasieo Mr. Kilgore 

OOpjdi to: 

Mr. mean 
: Mr. KUeore 
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m jm mmm er msmat 

0t^/^ 


Appimcisst^ m fwr «f»« JctUtoil 8»<»t« y iwicli^ 

HM«ti«l A#«ifMai S#CBp«tcar^ ^ tte isiilti^ &iSfMui»aM» cttft I 
4lM8e«K! i4^ yott «HPt«io i«ia»c idtl^ P9$^p%ae^ «f Smfmum mi 
«iiii e«Ms«r»lc@ ^li i wt> pc »»i tio^^a'iidMRcl^ yrieelj?!** 

to «il Ik «kl«^ sm « 

tmicr in firlidis* 


&e* to ih 0 UAmmtly miiUwmrnhSL iMUve ^ iimm »0t prtasl^ 
flo&p fteM«id&£ mm heUm» all iskrti^t 

«ateers6d li&s W«i « iie« jpiwwila* i»«i flws ijoin^tf mn 
tlie c tt gt aa i t r y iimit tium hsw inaiiiiod 

vrlttea masmeA on tl» W \9$f ftralt^ «tt 4ioea«<i<m ffiMti* 

tni, #n 15 Cf^ber 195S folloaol Iqt « ¥ritt4[S oeeanot^ »l XlftsUjr 

ft dl JNmftslon vitb fOvr «e 1«| 

1559^ 

^;nr «Brr«nt i^ar^^cMnd 1* tlio fosa&t of t b wi wa^ «HUl4«r«llc«k of 
lndtt^s 7 jgillWjr 4ftiM^rts«is& irtono* dsHSaol bnlo« «r« it« a»«i 
fti^f iosut ^r«ftlffS 4 Sfcs« prlsnrll^r Ibtio ili» ktasd^lat ti»t iluQr 
9esi 0 «bfiS£^ £rosi pmwmt os^ }««sti«e« er «r« ladoHiy* 



!• M tki ^dll iteea^QiwIftil bf rmtKt^ 

mm in oosi^ovJntea'fteBfts^ cMdsiietB ttd will Ibm ite tar £#• 
Wrsl^ioa ef UE 89 *W») 4 ter* nlll i 4 jo wmrm M ggi^mtca la %ba 

ftraslUBtlen c£ woata In faiyeing nilpticlod flM»l«|tirlfia oontrMift aAara 
mtah nnalMUon in in tte nntAlIrfHWtti of forinnn* 


2» Aibn^atA igFftcaont n <m» & ert nr %• nnolk Alnmyn o otnt n nlDi 
loipnei to fiftcin disring <ar nfMw wnH!)anMU» of « noBinnip ite fsiati^on 
MMtrnsn ikft aneaUniltti cf ad«MNM ngrtntttiitjf •• to ttn teaiUkg nai 
tin dnemo nf nllMdhlLiiir of ntrii^ tt n oi «f ooiit i«rti«n(Url|r in 
iooanotloii wet k^^nfcto dlTint«M tknrnef ifeono work in frlMrll 7 

idib tbn Goocraseoi* ton noan swnnnwUknn mommdng tblo 

Iwt on WitBoi tt In nBUrcily Mtmdlo mA ndUl wart to iM 

m of «n 




J 

J 


3* Cosspoflsgtton — A» dacid^a te ©or ©bo©» wtSjwd dUemioa* 
eoo^pansstipsx ©f to^TM/dto^ ©ffievr© ©aS ©c^oy©©© i© ©HowaL© If 
r©©aoasM©» 3toi8» c oB 3 p ©tt ©gttoa d© p >ad© n t 19011 or ■ © ©nwr ad l?y profit© 
i« 8ot« p«r ©•• ttn©11m«tfil©» 


4. ^geBT<A Mid ^ poUoar 

Of oncoongiag roaeordt mat dov^pao^f i» pwpo©© to prof^ * 

©eoopUooo ft© ■AiawWift oo©tft» our ducro of • ooaftnetor*© ittaapcnuot 
roseerdi* vlil troftt 1 ^ iaS©p©tti©st doMIoiaMBt oo«t© otoU ftrty 
to a* oxtMt that tbaj fOlato to prod&ot Xlai© for lAiA th© OovonmiR 
Itt© ooBtroet©. aostrlotloa© «r© p«ooSd© 4 * Iwoaw, V Uidt thoaoo^o 
to toftOMubio ©souatft ©3^ to proomt inwantttod dopliottioB of offtaoto 
Sfi tb© *80© «TM liy diiforoat oootraoterft* 2 s xotiira for ow «9poot 
of oarront rosoerA ptcffemH 00 oUX ©tot ftooept o<«n « y oo©ts ismrod 
ly tba oontraoUar la tho po©t» ovaa tboo^ i» wgr foooloo ©om of iht 
bfloafits t]»roof« 


5. go6ta PlaallewodL ladogtiy ^ lyg objootoa to oar 

dieaXXouaaoo of eoriftlB it«s^ idiicb It ooaftS4ors to bo aoreal m£ poopor 
cost© of doing bastoo©©* V© ulatoto th© poBltlwi tbat^ fte looam© of 
Bdilic pc2i.<gr# o^ty# or «b©c »08 of iMMflt to tbe Q&nanmaBX$ 00 iboOld 
dieailoo caatftla oeat©» iapne tboft© oro ©oatrlbatloB© sad d^atioiuL# la- 
toreety beS dobto^ ©ad produet ©ad laitltatloaOl odoortlftiag* 

Ve WUero that to try ftortbwr to roBolfo tbo r oa aia lag dlffer«M 08 
vith laduatzy wcn^ ©ervo oiOy to tM© «wb aoedad guldeace ©ad ^ 
prluo as of tbe b©i»fit8 abieit «o ©spoeted to flow ttm it. «o oaUol- 
pst© tbftt tfe© Iftfluano© of tbos© oo©t {© riwc^plo r atll rontlt la groator 
aidfomity of troata^ of ooatrootor©, wro offootlao «id o oooc ad oal ©ndit 
of oontrftctor©' oost©^ ©ad ft ■or© »der2y prowoowsit proo©©©« 


Ob© cosslbl© Inffdl©^ jot to b© ooar o cB»» 1© dlseosaioa of the priad- 
plos vltb tiuB C«g>trollor Ooo^. Wdi© It 1* vithia tb» ©rotborltj of 
l^pertaffiBt of befioso to i©©ai s>ub n^ i d otio m © olthoiit roforoaoo to tbo 
Gofisrel Aeooaotlag Offlo©» «© rooogai©© It© Ijstorofft* Bfts©d upon oa«Mont© 
of the Coaptrollaop CKier«l «i otrliar dr«Jta ©ad laftenaX ©toff diacnaun* 
VO know that h© fsonr© « mtk uam rleld i^pliofttlm of th© prlaolplo© to 
■11 ooslraei poidog — fta twroftA vblA iadiwtzj «ad mar d a* f©«ri^ 
MBoto bargaiaiag fron th© a^otUtloa proo©©» wd roadt la faro tilft po icaag. 
tho poaslhUlty od©t© that bo saj bo ^tiod of far 
Mr* MOSoil oaS 2 plao to di©t*»f tbo acttor oltb Ub ob 23 JUj to poist 
out ttia ittaann© 1 ^ 00 balioo© 00 or© j^napoatoe tbo boot po©«ihlA © e lotetea 
«t tbi© tiao« , _ ■ , ■ ■ 

po©iUoB« ooacarrod la bj Mrv t!ea©Sl^ ©^ tb© MUtoiy d©p«tMnt©« 
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is that ti»i» be paMisbedl In U» Azae 4 Sersints 

Proe«r«Bent HagvQjKtiisi in beooBH •ffeetl’ve on X Mmsey 

X9£o« Bcrrioi; eb^eotioft tsda or iAmm^mRUibllM ^/po di A o a Aron 
iJte CocptrolXwr Oeininril» 1 f ap ^oM to 4b m» 


(Signed) 


* *- 

. ^ 



t • 


Freparod b^t EK Hlgore 7/8/99 
^885 X76323. 

Goneormoot 

Hr. MtJall 



KEIiOSABDOH fOS ZBE SECBESOSX Of 13B3FEB3 
aiBJECZt JMbUoBfeim Of Our Benr ItejgaiAtloai on Oontxnet Oa»t Arinelfiloi 



lie bare aov coqplctofl our vaA in eotmeetion ultb the pUhUeaetion 
of o revielon to the Axned flervioee Pro c urenMrt B^cGotlon utth 

contract cost pr^eiples* She regiilatian la being printed by the 
Qoverxnent feinting Qfflee and uiU. be distributed to the lublic on 
2 IfcWBnher 1^, at obieb tine te |^3an to issue a fress release. A 
edgy of the i^ss releuie is attached iOr your infoxaetion. 

You vtU recall lUiat ve discussed this new regulation at oone 
length approKlinately a year ago* boring your recent abaenee^ Z 
provided Mr. Oates with iiifOxustion as our current plans. We can 
expect ecoe adverse industry enwnent . Ocngressional reacti«i 
be favorable. 


Attacfanent 
feess Release 


Copy to; 

Mr. Gates 

feepared by: JMMaUoy/jm/^®Br 

23 Oct 59 3E77^ X-72026 

Orordinated with: Mr. Bemnenaan ' 



omcE OP SHS rGosmis op bsfs3Be 
N u&ltioiMi Board 

o 1$ Ibvcober 
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KSmB/UOXK rOB 1SE EiCHESm 

XEnOt ^ Aaelalaat Secratiugr Of 'llw Ax^ 

Kmjmsm los sis escisExm of sbb n.w 

SBFS7: 1Q» Araistaat ^ ceatagy of ilw Bavy 

roli tss sms^sicsi GS w m fcm 

msaJt Sic Cbfter Searataxy of tfaa Mr fteroa 

COBJECSi Ccrntxaet Cost Prtnfttplat. 

Keferencea: Ca) Esetloa XV, Axnod Serviees Proeux«9e&t Beffdatloa. 

(to) yoint Latt^ «a. X2 did 5 A^ « 1*M» oF Cootract 
Cost TrUusi^fljWt 8ac. XV, JbSm, ty AxMt Feraontt«I« 

X. Your att^tica ta invited to tBe yrovisictta of Paraereph 15*101 of 
reference (a), i&erela It is j^vided tbat tbs Coatxact Cost PrlzuslplM 
"sbalX be folloeed in coonectloa vlth all eost-x«iinbms«affiat tjfpe contracts. «•*' 

2. Baring the d«velc®B»at of thttw yrlneipl^, industry took the 
stroas position that they ttust not be applied to contiacta other than those 
of the «o8t-rels*fureaBcnt tj-pe, and was aasnred that they vovld not be ao 
applied. 

3. However, la the atosenca of «or« suitable cost principles, and in 
order to provide lasifomlty fro® an auditing viewpoint, all anditors 
\8atdcr the jurledicticffl of the A«y Audit Ageawy, of the Bevy Cost 
Xaspectloa Service, and of the Air Ibree Office of the Auditor General 
have been instructed by reference (b) to use, cas:^ in certain special 
clrevEsstences set forth therein, the Ccrntraci Cost Prloclples as cost 
standards for the preparation of advisory reports to Coatractlng Officers 
la conaecttott with fixed-price type «»tx«ets. 

4. All Ccsntntctli^ Offiem and others Involved should be bpaeifioally 
advised tbst there has been so ehangs la the aPPlicatian of the OMt 
principles for purposes of detcrnlalns alXmiable eosts froos tlMtt set 

forth in FaxasrujAi 15-lQI of reference (a)> and that, therefore, the Contract 
Cost Principles shall sot be used in m^o ti a tln g prices under flxed^rlce 
cootiaets other than <l) for ^ pUJpoae of pr^partog advisory reporu as 
referred to in paiagrepb 3 Above and (2) by the Cootractlas Officers to 
the extent they deea it advlselle, as a soridac guide only. 
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ccmssam wszF 


TO: Sbe JtealataBt fiecaretoqr Of ®efBiw« «a& XOgistlco) 

jscsit Director for hrocuraBeot Dedlc^ 

Froblea: provide cue oAveaoo oopor of the new Cost frlne^plof to 

Coocpreosaan Mahon for Informtlon. 

Discixseion: The attached letter to Coiifipreoeaan Mahro l8_defils»^ 

' to afford hl» with an advance copy of the new Cost Arlnc^lee. 
Ve hasre no ccmltneat to cl^ our prlnclj^s with the House 

prior to their puhlicatloa. We feel« 
that we should give the CoBsalttee an advance cojor 
as a iwitter ctf courtesy in view of Its sustained interest In 
this subject. 

Rge cggacadatiCTi: that you Sign the attadoed letter. 

Concurrence: Assistant Secretary of Ifeltense (Cosap) (Mr. EUgore) 
Gezteral Omtnsel 



cs 


Oe«x Mr. I'Xaetet 

I ioft •!! ©PEJT 9t * Bsvlfilott of 'to* Axaed .C4i |)loo# 

ft>ocuremezKt Itegulotloa on tbe subject ^ Cfantxoct Cost Aclncijplss. lie 
expect that this Bevlslon vllX 1» 4istrl&xte4 officiAUy ty tbe OoTOcraaent 
Etiatins Office on 2 BOfveaiher 1^. 

jjepeotaeat of Defesse bas been 4eveXoping « ravisloo to bar 
ltocux«i»nt Re£Ulatioo8 vil^ reapect to Oootrect Ooet PHaeiples for • 
considerable period of tine. Boweyer> as X en sure you irlll rec^nisejj 
this is a hlghiy cooiplicated and ccmtrpvei«ial subject and one «hi<di 
generates a vide ■variety of diffezant views as to tbe troa’taaent vbich 

be afforded oacb detailed cost eleiai^. As a result* tbe obtain- 
ing of a degree of agreeaent on this «t of Cost Erinciplas bas be^ e 
slow process. 

©» Departaeixt of ltefei»e has been under con si de r able pressure from 
several CMJgressipnal dodsittees to proc&ilgate a coopreboaslve act of 
Cost Principles without further delay. For ay owe part* I an convinced 
that it is nore la^ortnnt for us to prcBaolga'fcc air current proposals 
without further reflneiaest. We will* of course* loOh forward to any 
changes which my be necessary after we haire had ejq?erience with these 
jftrinclples. 

We have afforded sB^ple opportuziity for Xndustzy to provide coonents 
and suggestions widx respect to this new Begolation. While we expect 
that Industry will reaeln quite critical of the new Cost PrincipleB, it 
is W fbeling 'that our present effort is the proper course of action for 
us to take. I feel sure th«d you will desire to incorparate these 
Contiact Cost IVinciples lirtb the Federal irocuianeat Reguiatlon. In 
this connection* we have been Ih coosaltatioi at the Stoff level with 
the Atomic Energy Oemiaslon and the Rational Aar«fflautlcs and %ace 
Adaimstration who have both Indicated substantial agreeaent with ear 
new Regulation. 

tlBeeraXy yeura* 


Prepered by: JMMaHoy/jiii/l9 Oct 59 
3m4 X-72026 

Coordinated with: 

Mr. Bannerma n 

Mr. Kilgore.. 


Xhclosure 

Contract Cost Frinclplea 

ODQOrable Fnnklln 0. noe1» 
Adnlnlstretogr 

Ceneral Services AdBinlstration 

Copy to: Mr. Pilson 

Mr. Kilgore 
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*0: Assistant Sserstszy of Seftisss ina Sogisties) 

ysCH; Sirsotor for froourflmt 


?roibl(sat So prowlto «a adhraoce eo®y of the Cost ArineiplM to tJie _ 
General Sfflnri<»8 AfihalnletrstioB for lafonaatlon end for possible 
use in coosection vitb tie federal Ibracureiaeat BeguLetio*u 

!>Lscus8ion: She General flttvleee A teln ietratlcp has been euare of 

our c^Snalng effoorts over the past several years to resolve 

the prOblesis Isve aceoe^eoled otv efforts to ptro nulgtfc e a 

eaqprehenslve set of Cost Arlaciples. Sbey have not taken an 
actlTO pert in pro^ect^ ^preferring to a»ait tbe oateooe of 
our efforts. She xepertoeztt of Sefiaise is tbe priaoiy usar of 
Cost Principles in Govertaa^ althoa^ both ABC and Il^SA irill 
hs^ use for Coet Artnciples. Use by other Goverooent agenciee, 
inclx^ng GSii, vUl be insigtifloaat. B» purpoee of this letter 
is to advise Mr. Ileete of the resets of our v^forts. 

BecoEgaendatloo ; fhsct you sign the attached letter. 

ConcurTences Assistant flecretaiy of Itefeswe (Gqsq^) (Ifr. SUgoore) 
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Ibar Mr. Joimsoa: 

1 MB aa afivaace cosjr <Mf M Eeviaim cif tha 

Axned fibrylcea IVocurcaaent Bej|iQatloa on the aub^ct of 
Contract Oc«t Prlnclj^bw. Me asqpect tha* tMa BevlaKm 
vill be dlfftribttted ofllclalJy by the ^Ofvemnent fklstine 
OfiTice on 2 Boveniber 2$59* 

I am cbdhrlacd that n»nbexa of the BAflft ataff hanre 
reviewed earlier drafte of owr new Beguiation and have 
emreBsed the view that tteee Cost Principles could be used 
hy EASft. In view of the fact that both BASd and the Depart- 
of Uefense have cany roirffwn contractora^ puxpoees« and 
iHtereste, 1 it very desirable *bst our i©proach to 

costs Govezvoent contracts be parallel to the isaxinua 

practicable extent. 

Sincereiy yours. 


InclOBure 

Berviaion 

Contract Coat Arlmlplas 

Ifr. y^A. Admaon 
Oeneg^ Oaunael 
&tiaoMa Aeronautics and 
■fijpece ddmlnlstratleBi 
E Street, Bl 


Copy to: 

Mr. Pilson 
Mr. Kilgore 


Rrepared by: 
jMMallQy/jm/l 9 Oct 59 
3I)T7h X-72026 

Coordinated with: 

Mr. Bennerman ^ 

Mr. Kilgore 



Amci£ Olf OSE D2SPAHZME33T OF UHFaiESE 
RSVISIOH OF IHE COOTRACT COST HUHCIPLES COHTAIKED 
Hi TES ARtlEH) SERVICES FRCXTlZPJa^fr BEGULATIOH 
. SSCTIOK XV, PASTS 1, 2 AKD 6 


Pjr Edvard T. Cook 
Contract Audit OiTlsioD 
Office of the Cocytroll er 
of the Ma^ 
Harihlngtoo, X). C. 


27 Boveniber 199? 
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D3PAI?iS-E^ OF PEFaSE pmT.Tflgngi BB\nSI3> CCggSlACT COST KlIRCIFLBS 

tie piiblleatica of Bsrisicn 8o. $0 dated 2 Sovesdber X99 to the 
AxskA Gervlcee ftroc u reaant Begulation^ the P ep a rteont of Ptfesse ham 
issued a B 0 V set of coctrsc t eoet priaeiples for itse In eoDneetion «112k 
siQptljr sad reseax^ eontzects with ecDococial orgBainttaBS. Vba nav 
prlsclpdes vlU replan nov in Urn Aznod Servlet FroeurcBeot Bega- 
nnd they Easy be tecbziicolly described as a revision of the 

foztncr Qost prlnelplesj they are, for all prsetleal purposes, a x»v sad 
quite different docunent. However, insofar as ap p li c ation to cost relm- 
bursoccsrt type cootractS'esw ecneemed, they app^r to reflect gensrally 
post practices rather them any extensive eheorse la policy. Tbs orlgiiial 
Section XV, ?art 2 baa renaixted in effect practically uadiaaged for aore 
thrm ten !l!he text of the new prlaciples is Included in the of* 

field releases departoent of this Issue. 

Because of their use in ecnaeetloo vl-Qi fixed price type contracts, 
even vlthin the Units specified therein, the aev prlKiples vlll have 
a i: py»b brooder Ispact on the business eonsaity than the old principles 
vere deslgied for use only in eonneetioD vith cost reiibunenent 
type contxnets. fite nev principles uUl he used by boih auditor* and 
eoctraetine officers of the sdlitaxy depsrtaaota as guides in the pre* 
pazutlon of advisory accounting r^erts sod in the aegotlation and ad* 
ministration of fixed prlee type eontxaets Sberwer considexatlflMf of 
contractors* cost date are lnvolvod. Anong the situations uhere t hese 
principles vlll taododTtedly be so used are redetezDinations of prices, 

■ri(* 

pricing of Incentive contracts, teminstiaa settlaaonts^ and ^jinl ti a i 



pzlcins actlcKis,^iiM«ifr the eoDBOBxte to be paid to tbe cootraetors are to 
be Beaotistod to a substantial Oesree on the basis of ststenents of eost. 

!Ebe B 0 V pKinclples vUl also be need/ la idao sane s a rawr as the old 
ones^ la sespeet to cost xelBibfuxseaeDt l^pe eontxaetsi tliat ls> they irlll 
be Incoarporated la tudi a g r ce a c B t s as the basis for detenoaialae aUowible 
eosts. As to eosUreinbursaoent tvpe sabeontzaets/ psragnili l^^oHb) 
liiaits the SDOUBts that nay be paid to prise contrectors« on aeeoont of 
disbursement by then to svibeGntraetorSf to those aiaouats ihidi are 
allowable under the iq?plicable part of Section XV* It «U1 tiierefare 
be prvslent for prizas contractors to iacospoxate the cost principles la 
any eost-rclshursasiest type st&cantraets entered into by them. 

*Ihe isrportaoco of the nev principles risould not be overlooked by any 
certified public accountant iho has clients en^ised ia contract vork for 
any of the sdlitaxy deportzacsate* It is su^^gestod by tbs vriter that eay 
such CPAs carefully study these priaclplos in order that they say be able 
to infom their clients of tlie pro^le isqpect on their eentraet neso- 
tiaticsis and relshux'seBents. 

tEhe effective date of the nsv principles, tlat is, the tlan vbsn it 
is laandatosy that they be used la eonnectlQn vith asv cost type ocn- 
tracts, is July 1, i960. Houerer, as la the ease of other proeuresent 
regulations, the use of Hae prladples is authorised eoBseaeiae at OBce* 
tkdoUbtedly eonsidszatiflB sill be given la the Bear future to ihelher or 
act exlstlas eost-reinhurseaent type eontrests oaa be eiwifliBd ia seder 
to preren t a i^tuatioD ubere two differost sate of eoet prlnclplee sill 
be in effect lader different eontreets with the sane co upsny for the 

e 


eaoe lerioct of tlae. The aeceesity for deterrclnlns costs w»igr tvo 
dlfferoat acts of ruScs could lead to conaSdezaible dlffleultieSf particu- 
larly la the ovezlicad 

It coy be of iaterest to note tisot tbs nev pBinelples do not require 
that cootractors or pco a poc tl Te eontraeteri aidadt their cost psaseaita- 
tiODS in coo tfo r tti ty thereullik. costxaetora i4io pr^axa coat 

pres^xtatiCBiB In occocSaase vith nev prtncipiUs vUl be likely to 
baacfit fnxa a re»iuetian of audit tloe and interference » an well as ex- 
perience fever requests for account analyses and data breakdowns as con- 
tesxOatod by paxa^praph l^>-603(d}. tOte principles dO| as above indicated, 
req,ulre that contractcn^* cost presentatiacs be ev a l u ate d ^ sdlitaxy 
departz^t aitiitors and cootractins officers under the rules set out in 
the docuQsnt, but in respect to fixed price contracts they are c l e a r ly 
indicated to be guidelines. 'Shere is vcU worded coverage of this latter 
point in Iturt 6 of the principles* 

The relative pros fi md cons of requiring the uoe of coat principles 
even as a guide in eocnectlon with f ix e d price lypes of contracts can be, 
and bos beem, debated at length within both the Oepartoent of Defense aid 
H^ustry. pood ar^saants con be stale on both sides of this question, 

the wei(|rt of evidence, that a real steed eTcieted for 'tttese sew 

prlasiples. Incidentally, they are lilaely to prove of consldexehlo help 
to contractors in sdbaittizig their pcrlee proposals in that they will know 
in sdvnBCe, in respect to the zathn eesgprdienslve Hot of cost itens 
treated in paragraph the nttitude of the Departaent of Deftese. 

popiA people have found it bard to understand Vby there should be a 
need for a set of cootreet cost prlncipiles pti bllched by the Separtuxait 
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of Bcfcxise> except poccl'bly tot cost type ecntvacte and for oettleacnts 
of teroinatlons voder tixo& price type contracte* Tbey^ tore poA n t e d 
out BBBor tlBieo t2»t after aU accoiaitlng principlea are rat2»r vdll isa* 
tribllBihed ty ptftilieatiaM of the Aaericaa Xadtltute of Certified Piddie 
A«K)aa1satSi acccuotlng text tooko^ the Xnteroal Bevenue CodOf rseila* 
tioBs of tbe B2C, ate* iCUo# la t2ie fixed price area it la a parlce tblCh 
is to te aesotiated aad« ehlle cost eonsideratioos say# and fke^pieBUy do, 
idoy aa lcq?ortaat part> tbe reel objective is a wutwally satisfactory 
total price ratber than Hie determlnaticp of acceptability of ladi* 
vidial itocs or types of costs. Iftiat titds line of arguaoat overlcxdEs is 
the vital fact tliat billions ct doUars of defearse expeaditures are 
under '^peo of cootracts xbere, la the last analysis^ the price is do- 
pendent chiefly \xpaa BCDOcne*s evaluatlCD of a aet of cost fi^ixes sub- 
zslttod by the ecoxtreet^. 

tihat then axe 'ttie basis rtausens for prccBjI^^stion of a standard set 
of rules, even as a guide in tbe consideration of eosto lanflins to the 
aosatiation of fixed prlcest Ito doUbt different indivldwle vould girc 
soncivbat different aosucro to this question. But the chief reasons, ia 
the writer's sdnd, are: first, to fill tbo gxlflanee vaeuiai itdlcated ia 
the pracadiag paragtaib; second# to secure g re ate r unifomily ia tbe eon- 
alderatioa of eost thron^wut the various and rather amerous eonponeate 
and edielans of the Bepartnent of Defease; and third# the oqualiaatioa of 
cost t re o taen t naong the different types of eontmets so tlat ao one type 
of contract vUl be nore or 1 ms a t tracti ve to ^ther the co ntr a ct o r or 
the Gov»nDent solely because of a different approach to the araeptabillty 
of costs. 
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Xa tbljokizis over jcco3i1seI| it is isQ^ortant that the reeder 
seallze that ve ere oot ehout fixed price cootraetB i&ffire Ihe 

prlcea ere esteibliebad as tfas result of forral edvertislag* Ite use of 
cost psrloelplM voder ttese oontxneto is largely United to t enalxHtl o ns 
vltlx oecasiopal iztstonces of vne ia nego tiatin g revised prioes teoanss 
of (dianGCS la voo& or speclficotlotts order Iqt the Gownsaeot* 

As to pravisloQS of the new prinelplftSi the vosdiag eaa sad does> 
to a loroe extaxt^ spooh for itself* Sis first thing t dilch vlU he setieed 
Ijy enyooe eoc^arlng tbs aev prtuilplee vlth the old is the greater length 
of the dociaaeot. As vill he seen txm s per usal of the text, this is due 
priacipclly to the coDpaxativcly extensive treainent of each of the se- 
lected eoot itcEss in place of Dcre listlngB of eaas^pLes of a l ln uahle end 
urta.nrrro ' hl *^ cost itcEis MSXQ uscd In the 1^^ version* 

Of particular slgiificeiKe to any prospective eontxvetor is the fact 
that advance i n{^ nre suggested In pamgreph 1^107 in respect 

to any cost itcans which nay he difficult or controversial in the ease of 
negotiated fixed price tsn?e contracts, as veil as loader cost relehurseaent 
type contracts. 

’Qte discussion in sni>paragrq;hs }>^01«S, 13-201.3 &nd 13*‘201*h is 
sugoestod for careful study slaoe it is in these subparagraphs that the 
criteria for dstemtaiag aUouBhllity are set forth* Ihe defini- 
tion of reasonahleness, in sUbpaxagnih 13-201.3# should rei^ve perticu- 
lar attention this is liJoely to he the hey to aost oontroversial 

situations* Ste nev principles hrlsg out specifically certain aspects 
have heen hexotofore considered hut vblcb have not heen a part of 



the vrittcn reffllatiooaj 8uc^ as« lack oT am*s length hars a tnlns * Icck 
of ccE^titivc restraints, sod sUhstaatlal increases in such Iteos as 
salaries ecneurrent iillii tibe caaasnceBEnt of operstiaBS wier Ckw ft i n i ia egt 
contracts* 

She eoqparatlvaly extensi've t r esta sat of direct costs and Indirect 
costs, in paragrB{fhs 1^-202 end 1^-203 rciqpectiveljr# reflects sa effort 
to vlth these ftadsiBentaX uegeetB of contract oosting in * «ore 
definitive than b^?etofOre. 

A 'brief picture of the treatsent of the selected cost iteos covered 
in pexa^raph 15-20^ of the nev principles is presented In the fom of cn 
iten "by item Chart itolCh Is printed on pages sod . 

A discvission of the chaagE» in detail as 'between the nev p rinciples 
acd the version sd^t beeooe rather laigthy* Ihis is because of 

the greatly c:^anied covtsrage of the selected cost itens* Sesfever, 
there is ineluied below a brief dlscusGioo of the more sigoif least 
changes; 

Advertising (naraLXaxh 15»gQ5«l) ; 

Ibe fomcr principles lixdted ftVimgihie advertising in trade and 
techoleal Jcuraaln to ads placed for the purpose of offering financ ial 
B uipe r t to the journals* Ihis spseinc re^piiroraait as to f inmda l 
support being the purpose of the ads is no lon^ iaclndadj howrrsr, 

€h4n does Bot sppesT to xeprescBt a Change in pdiQr* 9be revised eord- 
Ing eUoiaBte the c onto a v e re les idiidh have soBBthnes arisen in 

the past then eontxaetors vere co n front e d vith the neoessitgr for proving 
that partieuixur advertlseasnts eere placed only for the pnepose of 
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od^criHE fimoclal sugppcort of the publlcatlcp in qjoestiGO. It vUl be 
noted fidjs vbidtx offer produots or servleee for tele ere ^allowable. 
Specific provision ie elte vade for anotenoe of Ibe costs of partielpa- 
tioo In edilblts# agela vltti the proviso that these tnq p aase s yOX aot be 
alloyed if produets are offered for nle« 

CoESPentetiop for Psroooal flervlees (pamsmii X5-a05.6)i 

t»iig 8tf> Ject has been treated ezteoslvelar hut from the staodpoiiit 
of actual practice there are fev changes of itf^Bifieaaee* It aegr be of 
Intercat to note the Itoltation In (a)(1) vbicb restricts anounts allows 
able to those ihlcb are pexscLsslblo under the Ihtenial Bevemte Code» the 
pronrisiao for aUoteaee of eocsienaatlan to partners and sole proprietors 
ubere services ere rendered by them in (a)(3)# and the ixeallousibility of 
the coot of stocls: opticsis in (e). AUomnee of ewnagaaegt es^iloyee In- 
centive eoEtpsosatienj i*e.y '‘profit Quoins pbans"# is nov definitely 
provided for in eubparagrash (a)* 

Deproclation (mraga ih 15-203.9) t 

&hpQxacraph (f) persilh allcuance^ voder the clreiBastences 
dcccribed therein# of a tme dToree for fully depreeieted asaets vithout 
a specific contract provislan* 

Interest oad Othtar Financial Costs (naraCTarfi 15-a05»17)» 

She disaUoKinec of interest fOUovs the treditlcnal patten but 
it is now eactented to by season of the appUeability of the 

nev principles to those eitustiOBa* 

Lteses CO Oti^r Coatracts (tBraacagh 15-gQ5»19) : 

ibe irerdlng on this iten Ins been imqiaifled and stiengthsoad in 
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Older to it unial 0 tal£a'bly clear tiiat s Ixms voder any otiKr eontroety 
recardlesfi of its type or purpose^ is vnall ow ab l e . 

14atorlsl Costs (Taraaretfa 15»g05»gg)t 

(l>) Hke last sentence of stf^pora^nili ecntaSxLB specific 
conrerase of cases Tfcere cootroctoro are uaable to tate ca^ dlscaaits 
of clrcuBstaDoes under it vould sot lie reascnolile to 

esqpcet discounts to te ta£m aaod pcravldes liiat these lost discounts 
need not ho crcditod to costs* tEbls has hecm a controversial point on 
oeeasicn in the post. 

(c) Hie vardlne of this subpara^rsg^ does not ccastaln lixe proviso, 
vas la the old principles, to tlie effect that Inroatwy od^ustnents 
could not Inclxide ’V'rlte-dcwns" of -value. Hits Inclusion vas not caused 
hy a chsa^e la viewpoiat, l»ut slcply to reco gn i s e -the fact that the In- 
ventory adjus-taacarts hclas discussed relate only to the differences be- 
tweeai ihycical invcatorles sai hoOlc inven tories and -ttersfore "vri-te-ups-' 
and ’'•'Jii-te-douns” of -value ere not involved. 

(e) iheie is now specific provision for ncceptoace of Chorees for 
|n- h«r aifi latracoBjcajy transactioas on a price basis ladcr the clrcun- 
stances outlined In -the new principles. 2h the edd principles, tbs pricing 
of trsasfen vas saong -tte itsos su^^sted. for specific cootraelaisl 
consideration in Hart 

Precontract Costs (xarograA 15*205 .301^ 

{Specific pxcvlslon has new been nde for aUouanee of preeantreet 
coots to the extent they vould hanre been ft l l oaable if iBftmT &l after the 
date of the contract. It -will be Cbservod that this itcaa la also on Ihc 
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list In pEira{pra£b 15-107 of itoras reoanling vhlch aStvsooe vaaderstaadiii^ 
ars BU( 33 ssU!d, Trevioioly, p reeo ntg aet costs tcquired a speelfie eon- 
tract provision to be aXlownhle* 

Rrofesslcpal Servlee Costa (fgaagraih 15«^05«3l) t 

fUe ncv pcineljilfte proriOs ’ttiat retainer fbes angr be allnwirt if 

.t’. • ■ 

supp o r ted bgr erldcnce of bona fide services anmlleble or reodezed* 
fbasaerlar^ it had been held that retainer fees sere sHoseble 

oni^ Tdbsre services vers actually reaidered. 

Bcntol Costn 15 ^ 5 . 3 ^) ; 

I3y sifbparafpitcph (b) rentals on on istcrcoE^xu^ or Intcrdlvisiocnl 
basic crc lizxtted to the n oco a al costs of osatszthlp. 

2 x 0 Hnitatlcn cn sale nod leaseback B^tseaents In sv&pmtfTnih (c) 
^lould Ixe noted* 2his nenr Tcqalreo a cootzeet prwlclon for cay allouaacc 
to be xEde in excess of ncotal otaerShip ensts. 

Research aod Dgvelopjait Costs (imUj^ra^ 15-SC^*35) t 

!Ihis inportant s\ib;5ect has been treated ct consldcreblc length* 
First all, definitions hstve been provided for basic resesrch, apsdled 
research and dcvclopasst. fbr costing p m yos e s, hewever, only teo 
categories are established; nasrlyi ceoa t r acto re* indepsnifipt research 
and contractors* Indegpeodcnt develorpoect. Both categaries are ellouEhle 
vltbin ^ lirdtatlxans end 8Sb;)eet to the crite ria stated. 

One effC aet of the nsv principles vlU be to aUov cootroetors 
SaOepaadeat research vlthout the specific coBtraet provision Vhlch me 
reqpiizod under the Old principles. 2h additlcni there Is prorvlsion in 
sv&pccragTEtsii (f ) far costing the eoatraetor*s research tazd dcvt^jopacsit 




Iteos ccrr&reSL in tiaia pmagnagti jlua the coverage of «tber 
oiib^ts in the »ev cost prlnelploa vUl mtjfaxeeOe the priaciflea iftilcli 
have px>QTlou£^Lj/' l>eezi sssjOJeoible to tenilnatlons in ASKl Secti on VZ2Z* 

in the treatonsrt of interest os ssitlaucid aihove in is^ortentt 
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!Tift tor i T i uxt o 8Dd dam'tlOQB (lAklcSi nro ooDsiitexxsd oootr£bixtiQDft) 


the rcaasiaOer ef* the Itesis aentl|»ad are aUonable. Bavejror. ewrtaia 
Uiaitatiaos hanrt heean .Inelided, aijasd at a^derliig wawonahteneeB and 
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FRtTAT.rai ; To furnlsb data <m recrultB»eat MstB of eiiglDyeerliig 
eclentiflc p^rsoanil u r«(iuei|t6d 


Utliltaiioex the 'Hoxi»e Coaid'4ibe w itort 6iTic« ,«id ,Clt^ 
£A?KDROJWDi In a letter date! Jianuaty 20, 19op, C^lraaa .Jaiaef Cwfep; 




Darla of the Sub>CoBnltt«e requested a r^rt cn 
costs la FI 1959 of a oJ', 

the effectiveness of Defease j^licles in "adjud.glng the recnilWnt \ " - 
expenditures by Defnnoe contractors.*' The requested study paralleled > 
a report for FI 1956 which was furnished to the CooBlttee. lowerer, the , , 

FI 1959 stud}' was Halted to engineers and seleotists with degrees or ^ 
experience equivalent to a degree, while the earlier study did hot ' i 

contain this HHtatlon and therefore 'also included supporting te ch n i cal 
persoxmel. '■'V -.t, 

Discussion ? The attached lists subaitted by the Army, lavy and Air Force 
In response to the CamElttee request contain data for 102 companies which 
hare been assigned nvsserlcal codes to avoid revealing their identitlM. ^ ^ v 

Of the total, ?6 had a preponderance of sales (more than 50^) to the 
Ooverament while the other 26 had a preponderance of sales to aon-gorenmental 


organisations. 


• t> / >-. 4 . -C 




In FI 1959 recrdltlng costs for engineers and scientists' averaged 


$1,022 per new hire; foir cas^p^es dq^ husihess hostiy ^th the Oov ems a nt , 
compared to $751 for cosqaaies sal^Ung iios^to noD^goi^ cus t ome r s. 

In the case of the fozmer group, s!^ recruitiJ^ costs ngpresented $1*97. 
per $1,000 of sales, idxile in the ease of latter, thui represented $.58 
per $1,000 of sales. Almost one-third of the recruiting eosti of tlM 











busliAese" group v«3t for ielp-van^ aAe, .as agalxst all^tly 
^ ^ ^n. OLe-fcurth for the "coeiaercl*! business” firna* , .l-u. \ : 

Bcth\roup8 Iz^reasod -^e site of their englneerloc eclentif ie 

eteffs Vetveen^the hegianlng aid iwi of the ttecel yoiiri" ; , ^ 




buslnea* fiTO'ji. '«i 4 '’the 'o 1 Jicr'’'{^ 

higher for _ the foraer group ..the 

Although figures for FY 1559 e^ ao^ ^ 95 ^ 

hecsuse of the isclusioo in the latter of supporting technical yrsdonel, the 
CooDLittee probahly vUl cotcpare areenge recrul taint costs for these periodLs* 


In tabular font the comparstlTe figures are as followsi 


Fiscal Year 

All Coppanles in Sample 

FY 1959 
FT 1956 
i Increase 

Identical Copranles 
Reported In Eaci Teso' 


So. of CcMjaales 


0 » 50i 51 » IX 


Recroitnent Costa v 
Per Rev Hire / 


FY 1959 
n 1956 

5 Licrease 


$751 ' 
551 


$776 

295 

163 ^ 


4 ds 

H 2 H 


$ 1,100 

*H3 

i6($ 


fei^to ratio of OorerEnent sales to total. 


In terns of all coEBpanles in the sample, those ylth a preponderance .. 
of OoreriBent buslnesi 'shoved ii'''tnex«aee 1 ^^ 1 ° racs^tMat'" 

cost betveen FY 1956 aisi FT 1959 , vberMs other eonganles shoved an increase 


of 36 lt. . ''BtoveTer, :-for identiiQ 'ccBpaniii" reported 'M both 'jia^ 
ie about the sane ( 165 ^). '' ‘ ‘ V.- ‘t/’- • | 

EFCOiWESDATIOi: That you sign letter transaitting lists (vlthout any 

suBDBiary data) to the CcBBittee* ■ ■ ' • . . ' 7 - ^ ' ' V , 

ta ry f i il, M >L rw - ■: ■. ^ 

>4 /) /PvX ■■ 
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administrative wntrecting b^j^r will det-er^ 

' "surai^^'-byefi^ ' 1n'*m©ia!J^ 'ieM^ry 

with the performance of AF contracts. ^ 
only ^ter considering the wages and other fringe ^nefits to wW 
employe^' of entitled." €onsiderati6ii^ ^ 

ihe^eneral levhj of total wages and benefits for employ^ in sinular j 
in the immediate geographical vicinity. If the contractor Is ehgagrf 
’ cipally in commercial operations, there is little likelihood ttot the gr<^ 
insurance benefits be unreasonable because of competitive re^M,;|^^ 
However! where a (mntractor is primarily w oh Government Mnij#® 
tracts, 


rev iew 

"lO^Ol Jl Vse and Occupancy Insurance. 




(a) Use and Occupancy or Business ihterriipticm^^i^ 


form of insuiahee which indemnifies the contractor for certain losses 
incurred during a period of interruption or suspension of business opera- 


Vk 


of business. The contractor is indemnified for loss on account of fixed 
charges and other expenses which accrue during such period and for loss .1 
of net profit which the contractor is prevented from earning. The amount 
of indemnity purchased under this fojrm of insurance is based on the prob- , 
able loss the contractor would sustain during Um period of interruption 
or suspension of business operations. The premium charge Is based on , 
the aggregate indemnity under the poliqr., - ‘ ,1.. 

(b) (1) \\Tien costs in connection with Use and Occupancy Insur- . 
ance are presented for allowance, the aggregate indemnity available will ...r 
be analyst. Only that percentage of total insurance cost which is identi* . ^ 
fiahle with indemnity benefits determined to be acceptable vrithin the 
intent of subparagraph (2) below will be allowed. : i i ' 

(2) Costa of insuring those items of fixed <^rg^ and othm: v 

expenses, which are allowable items of costs in AF contracts, will be cohr 
aiderrf allowable. Such fixed charges and other expenses include, but are. 
not limited to, salaries of employees under contract and other key 'em*' 
pV>} rents, most insurance premiums, and charges for non-cahcellable 
cyntraeu for light, beaVor power.;;fl:<5fe!;&‘?;j}g^ 

, Uogj*- of insuring the net g contractor is nrevented fmm 

dunng a twriod ^ ’ 

T. ‘ Uxes.-ac;hationi?ana e^ih 
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756o/Aero^et-Oea*l 
12 19& 


Fromt Officer in Clherge^ Tl* B* ley Aren AiiUt OffieCf los A ng ele s 
Ib: Coaptrolljer of the levy (ICT) 


8ubj: 


Bef: 


Aerojet-General Cozporation> ^usa^ California • BeTlew of contractor's 
reon^t for aaendiaent of cadstlag tOBt relAursesseot type contracts 
to Inwzporate iew contract cost principles 

(a) HavConot Itr ICTll, Scri 02958 of 28 Pec 1959 

(b) Aerojet-General Itr 920ate4, S3R:lh of 17 Pec 1959 to 
AB8t.8ec7.Pef. (811.) 


1. In accordance vlth re q.nM t in reference (a) a reviev has been Bade of 
the contractor's contenUons that only a negUgible difference in reim- 
bursable costs aould result from the use of the nee cost principles 
(ASPB Beyision Ito. 9>) rather than those cost principles currently incor- 
porated in cost relabursement type contracts* Ihia reriee mas eo ndu cyd 
in conjunction vlth the Air Force auditor cognisant of the contractor s 
Baeramento divisions. 


2. In reference (b) the contractor presented eoztsiderahle detail concerning 
the contxacts end subcontracts under uhlch it is perfoxnlng uork for the 
Government. Based on the year ended 30 Bovesfcer 19^ the contractor s 
business may be suBmarised as foUoust 


Prime wntracts 
Bavy 

Air Force 
Azagr 

Other O overa ae n t 


Cost-a!yiwr 


7.W6 


Cost of Bales 
Fixed-Price Total 
(000 omtted; 



♦ 37,230 
163,715 

7.989 


Suhoontracts under Govamsaot 
primes 

Total Govemnest 
COaBerciid. 




128.766 

#321,592 

#23,563 

#3^^5,155 


203 


#321,5^ 

#23,766 



Total 


OCX 
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3. B6 sou&d collusions could bs rcaobsd ss \o ths effect of tte new cost 
nrinelpXes on the reijiimrseBient of costs to Aerojet because (a) It was not 
practicable to deteradne the effect of the new principles oh the relatoursable 
costs of Aext> jet's subcontractors, end (b) the sattent end cost pf the Ind^ 
pendent research end deveXopment prograa nhl c h Aerojet al^t pumae in lyoO 
sM subsequent years le hot presently known* 

k» With respect to subcontractors* costs. It was detenained that Aerojet 
now has ninety-two subcontracts issued to epprpjcinstely fbrty subcontrac- 
tors in the aggr^ate mount of |38»831>1P0* Siahe the new prinelplM 
iropeer to be eoneWhat mre Uberal than the oU xnrinclpleS, parUcularly 
in the areas of research Sad dev^Lopoent and s el l in g costs, it would 
appear reasonSble to aaeune that the subcontractors* relatoureshle ooet 
would increase* *he coctent of any such potential increase could not be 
detersdned unless a survey was wade of all Aerojet's sUbcontrae^ors. 

5. \4ith respect to Aerojet's own costs, a review of tl» provlslona of 
ASPB Revision Ho. reveals that the only area of potential significant 
difference in relidJursUble costs involves the contractor's Independent 
x^eareh and dcvelopnent costa* In order to teat contractor's 
contention that the effect of the use of the new coat principles iwuld 
be negligible, a conparison was nade of the effect of the old and new 
coat principlea on overhead reiatoursehle under co8t*type eontraeta for 
the fiscal ye« ended 3P Hoveafcer 1958. the contractor's 1958 fiscal 
year wee used because It is the apst recent year for which all the in- 
formation needed to make the cooparieon was svailehle. 0»e results of 
this cooparison sre sunaarised as foUowsi 

fotal Aerojet overheed that muld be relAurs Ale 
under CPFF contracts and subcontracts for the 1958 
fiscal year if costs were determined in aeeordsnee 
with the nsfw cost principles 

Total Aerojet overhead determlBed to be reiAursAle 
under CRFF contracts end subcontracts for the 1958 
fiscal year In aceordsnoe with ttre old eoet principles 

Xnerease in relahursAle ovechesd resulting txcm 
the epplieation of the new principles - ell CITF 
work p e rformed by Aerojet 

Less - sppllcAle to prime contracts with 

OovenBoent agenclM other than __ 

of Defense and sUbcontracta 9 jOQP, 

Xnerease ^ppllcAle to prime coitraets with the 
Department of Defense 



$ 64 , 656,000 
64 . 6 g 4.000 
♦ 32»000 
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CORPORATION 


AZUSA, CALIFORNIA • TELEPHONES: LOS ANGELES, CUMBERLAND 3-6111 • AZUSA, ED6EWOOD 4-621 1 
A SUBSIDIARY OF THE GENERAL TIRE & RUBBER COMPANY 



IN REPLY REFER TO; 


m m 


926:2290 


Tbo HoaorAl4o Philip LeBoutiUUr* Jr* 

AeUQ4; Asslstaat Socretary of !>•£«&•• 

(i^ply and LogltUes) 

The Pe&tai^ 

TVftshiagtaa 25* O. C. 

&Ldiject: Ameadiag Coatrocts to lacorporote New Contract 

Cost Principles Xsetsed Norexnber 2* 1959 

ReferezBce: (a) letter from Aeriai^-Ceaeral Corperatioa to 

the Aseietaat Secretary of Oefeaee (^qsply 
and LogisUcs}* dated Oecemher 17* 1959* 

Serial 920:1424 ESR :1k 

(b) Letter from Assictuttt Secretary of Oefease 
to Aerojet-Geaeral Corporation* dated 
December 29. 19S9* Serial: CK 

^ly dear ivlr. LeBoutUUer: 

La conaoctioa. with Aerojet-General Corporation's offer* reference (a)* 
to serve ae a pilot company in estabUshing a procedure for amending 
contracts to incorporate the liew Cimtraet Cost Principlee and in response 
to the request contalaed In reference (b)* we have c o ntacted prime con- 
tractors to ascertain their reactira to omonding timir oubcontracts with 
this company to Incorporate tiie new Cott^Mtt Cost Prlnclploe. 

To date* this matter has bemi dUcneaed with tiie Lockheed htteeilo Systems 
Division end the Dot^lae Aircraft Company* Inc. At the Lodcheed costqpony* 
the matter was discttsaod with Mr* Roy Andereoa* Manager of Finance* and 
Mr. Harry JKobl* Materiel Director* It woe ^elr opinion that there would 
be no object^ by the l^ckhe^ company to omendiog Us mbcontroeta to 
incorporate tike new Contrnct Coat Principlea provided no odverat coot 
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Tb« Honorable PhU4> l^CnutiUier* f r* 


impact aroae. Aarojat-Caaaral Corporatiwi was advised to submit formal 
written requests for such amendm^mts which could be expected to receive 
a favorable actloa by the Lockheed company. 

^e Douglas company representative with whom the matter was diseossed 
Is Mr. jr. R. SheUon, Manager « Major Shbconiracts. This gentleixian 
stated thM the DouglM company has tw» objectl^ to incorporating the new 
Contract ^st Principles in Its siAcontraets. Such amendments as Issued 
would be subject to the customary review and approval by resident govern* 
ment persom&el m^er the terms of tim prime cmttracts held by the Do ug las 
company.. 

The significance of the viewpoials of these two major prime contractors Is 
highlighted by the doUar niagnltttde of sCbernttracte which AeroJet*Ceneral 
Corporation Is perforating far ^m. As of January 31. I960, the total 
dollar value of subc^tracte being performed for the Lockheed company by 
Aerojet-Geneic^il^^^^rhiHen $132, 1 14« t842 Odilte, eubcontracte in 
performance for^lhe DOUglds cbmpimy bf Aerojet-GenerM Corporatlma at 
that date totaled $14. 898. 881. While theee figures Include some fixed*price 
eubcontraCts, the vaet prbp^erllKCW ^ the^^^^ are on a CPFF 

basis. Although 6om^rl^ble figwrSe' for- the period ending F ebruary 29. 
i960 are not yet avaiMblSt iA froth those reported above would 

be most likely to increaee the amounts’ ^inwlvod. 

Aerojet*GenerM Cor|^ration appreciates the opportunity to report thie 
information for your cb'dsideHtion^l^ we are hopeful of rendering further 
assistance in your efforts to establish a procedure for amending existing 
contracts to include the new Contract Cost Principles. 



Very ttroly yours. 


AEROJET-GENERAL CORPORATION 



B. A. Kvisti 
X^rsOtor of Contract Admintetraiioa > 
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CCl 

7^/Aero4et-Qea*l 

It iB bellerei that the X9S9 fiscal year novld yielA eaiqpard>le results 
exc^t that a greater pzciportion of the inexease vould be c;pplictf>le 
to prlxoe eontreets vith other doTecnment agencies sod to siS>eoatraets 
under O o Tennae a t prises* 

6, fhe foregoing tehulation appears to support the contrector*s eoa* 
tentions, slope the increase ia reiahureehle overhead cost under depart* 
awnt of Defense prise eontreets is negligiblSj, i*e» epprcndsately »0$ percent. 
In all probihiXitgr the increased eost to both this office and the contractor 
incident to administering contracts under two sets of eost principles 
sisuitaneousiy^ Would be greater than the eetisated inereaae in o rer he ad 

coet in 19 ^* Voinrrerf it ehould be noted that the increase ie due 
entirely to the difference in the relshureebility of independent research 
and deyelopBent costa under the acv princl^ee as Coopared to the old 
pzineiplea. In 1958 the contractor incurred 1^1,000 of direct costa 
in its ind^endent research end develepnent pxogxes. Ia a eipplesent 
to reference (b) the contractor has pxopoacd an independent reeeareh 
and developBent pzogres of oyer i^>000>000. ISaia proposal was sxhnltted 
by the contractor for the porposc of executing an advance egreesent In 
accordance with the new ASPR cost principles, paxwgreph 15-2>5* 35(h). 

Until it is knofwn how Such of this prOgran will be qpproved or what 
eost abaring arrangesents will be vpriced out, no conclusion can be 
reached as to probable effect of the new CMt principles on derodet's 
z«lBh;n:seble costs for the i 960 fiscal year. 

7 . Che Dlreetor, VSetem Dietriet, Auditor General U8A7, concurs. 





L. ' A.^ CGOIU 
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REFER TO 

75^^/ Aerojet -Gen 
e FEB 


HB'KXRANDUIu PCJR K* K* KX1GGRZ« QCfiee of Assistant Secretoxy of Defense 

(CJoE^itroller) 

fiubj: Aerojet-General Cosparatlom - Report setting fortli results of 
review of contractor’s reqijest for aiaeadoeat of exlstlns cost- 
reinbursesont tjrpe contracts Co inccixporate new contract 
Cost Principles 

Enal: (l) Two copies of ilAAO, LA Itr, OCl, TJJoO/Aerojet Gen'l of 

12 Feb i960 

(2) Two copies of KAAO, Wash. Itr, SO, A6-7, Aerojet Gen. .Corp., At 
lantic Div. of 23 Jon i960 

.1 The enclosures are forwarded in response to the addressee’s request 
for a report on tlie subject contractor’s proposal to aciend its existing 
cost reinburscKient type contracts to Incoxpcirate the new contract Cost 
Prlncip3ns (/iSPR, Sect- XV, Part 2, as revised by ASPR Itevisioa ifo. 50). 



DEPARTMENT OF THE NAVY 

OFFICE OF THE COMPTROLLER 
WASHINGTON 25. D. C. 


J B KACKUa 
Assistant CoqptroUer 









TTOAI CORytroiicr of ..tSiV^. S^Ty v-'T 

IPOx v; ■ OUTLCCT XXX CltJXrffQt'.f' RAAO .li^. ' 

- * .:! -:i': ... •- ^ V - ; ' • ' :. ; . . •-; // • . \ :^-:^'^v--':. -:^#r • • ' l-- 

e^' vr‘ ' 

’ -' .** . ' ^ Ef<iU»fi t .Xcar ’ ' 
•^' ^ to lJ>ccQrp^wr^tje. IicV’;;C«tj^ 

■ Eric3 i ' i l) ''Ci'/ilrcJr^'^^G^^ . 

“■ %r/cj eiiwli thorite"'..' - ,‘^'“j. ' . , 

iV • :rcYi<fw tiisre^f ^ 

vAcrif,\f>^, Iji c<xi,‘uftc‘-*Cii vlth tl*i? Air rorc^e im.'iitarie ^ t^ , 

Sec.rcr*i?f 5 tc p.'Jir.l , fer Uc p«n>»« ci* ex;?roMiiV]: CP--^ 

tiift ccr,vr-::^U.i:’6 rv^nsiiuiitttLa^ t.o t ^ 

«. fwvr"' r'>3r eiri'ercficc ixi t?>e ccffta r«Jl»vl«r*cX. s u?Kl»ir t»ic nev ^,«n 
priat^iplea iu /^ iw/i*toD ^ cotrpftr«»d ylta ti»o®e 

\:%jrTonx*^7 is t*:W: ■ ^..v^ 

2. la r«ri« t tc> tlut Cacrawsitc j ^a:it / ^ 

tots rev«?:rfri cot»ie3 at cu.iorura 0), is ro(^u^3t^a£ : 

Ei»tr'-'’t t:'fi<-'«' to fciii'T^itiJci* m. reviw- 5'te r«su. t« o. 

wr< to 3 >?K^n^od to Kddrctee* lii. o 
^zigt fcutut lor ia.-cj'^x^tic.o i« rejvort to -c 

to ti:±s ornc*. la t*.« i.’rMTCi.t oi eiiectlv.; coc«^.ta».Uc« 
£>: tU^T*^ r~, aj*l Air Forca «i.ar-ta. it is stt^restad tii&t ta« •4-2ressc« 
cjTt-ne« lor a:yr coo- «>?&-*« or ot^i-ix coctacts 

tiv-'cc responsible rxxr tH« aadii &u-«aactto a.--, those that wIaI , . 
hJvlle tao wu’ipicciit/os It ,v 

If s« ^oc-tnu^t Coat l*ria.:ljjlefi-: surAittod ,&f «a;iosore . 

■ lu'cuTB^y 'oa' the bartriw^'*s,.'ols.ar\>Ua»/;C;<sa^ , 

if iTlfi fftaai i»riSi'^i«:io a stataiest. ^ 5 

i; U ^h;i4Vlx^?,voa3d^t^ hel]^.v.,;H 




V / ' -iU J. -•< 

Bern 

uo-4 

fi«r: . ■ 


. 5 V la tlia Interest oT au^pUfyii^ <»Q»ia«rat im i . the " V 

request et the £s{crteiexstel Icfval, the ovar~all report . tsrlar to its ' 
rolscissloo to tills oTfice l^ the i^drese^; be rtnrloved irl^ ^ ^ 

Air rorce ©letrict I^lrector aad e^jreaaert reached on all poiaU - 
■ poeslllsv Eosrerer, if wy Aiffertaacee of t^lala: reraih/ thee# 
ehex^ be ftcntlocai ^ ^ viwpoix:t» n-?!^0^ 

i}' copy or this letter, together vith » copy of tocioearc (ij7 tiw : 
Off i cot in Caai;ec, li/y.O V'ushJ ugtea,^ reluct ted fundti e. Montt 

^pesrt relut^vo to tiio cost xeltil^a^ecxiit type cesdruct loi:^ pcrfoffWJd 
by Acr^:ct-Oc;;crcl Corpea-tiioa at the rrcslerlcl, iisryl&ca, p^aiit. Zn 
vlev oi t.ac rc xtivc-v fcAll site ou the i redurick cpcraticsifi aiai the 
a.'.stan.-es involved tic report need jaot 1« cocardiaatef vith liiXAO 

/^^3o«; harrver, i>. copj of euth re p o rt shauld be iamlehed to that 

oirice. , -, ■v■.■■^■ 


7 It is reipa<?et<sd tri.*.t rrtly to t'iis request be cx*x^dltcd to the 
^tx'lxisi exteirt prc^rtivaible, ; 


J t tAQIZEX ' 
/^sistiit CaBptXXdlor 


C077 to? ■■ ■ 

OLaC, ilvlO yaA;iiEijtao (v/eacl) 
i-iib (Cor_,>troijtj) Attaa: Mr Locae 

.. . .- 

OPA (mjA) 
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Cmt B*i«faflard« 

X Im fw Xfiiir of 17 Ifcwrfbf 195? to ^Mtdt jwa to»» f«wrttod 
«• vlth tottsitori^ totan^wnd totowito» to meaMtlM niUi 
Mwst to Isvit «U «f xwr «oatoMto «lto ito •«» ««i prtoeSptos *• 

«r 1 to«i^ber 1959. lito tofomattoB idU to 1W7 toOptol to ««r 
•£Ceri to r»adl^ toe toale ^tobleiis eidto are toeoleed to m a Aing 
«d«ltog onetoMto* 

It toe pTMtot ttoe» «e eve ectitolj ettoTtos toto prMm* 

I «eid4 Xlto to eeeei^ year effer ef aarviees a# • 

pitot to fl«r eossitorettoa ef toie «actt«r* toeoxtitogUgrp I toee 

n»< 3 ^etod ito itotTy ee toe eesetoast eta^i egftitqr ef year tone efflee 
pl^t« to to to t^cb viih yea ee eeoe ee poestole fbr tto parpeae of 
ev«Xuetifl£ toe topect of toe tee toet prtoei|itoe ai year vditltoc €«»• 
treeie« Tto Ato toree* toito toe eadii eegaleetoe ef yeoF toeraaesto 
]^csi« vilX eeelet toe Stogr to lie eeelaettoa* 

Ae aeatloasd tortoe year reent elcit to toe PeoU^t toe 
prtolea of toca^ •« froa year prtoe tcalrmei^f to tooee 

toattaoee otoare itoro^«MMtoa»rei to eettog ee a «abeoBtrsetor« mif 
FTeeeai eosae etosieisltol diffieoltlee. Xeo eon to ef firitor eeetot- 
«Boe to es if yea vouto eooteet e few ef year prtoe eostreetore to 
escortoto ttoir to eeeirftng theijr eofeisHstreete to yoo# etoo 

if to<y tluE&sei'tee were oet et toe tise eot oeer to toe aoir eest 
^rtoeiplee* 

lijsUe we ere toiileltos tto eotloe iiidieeted «toee mx eoaa ee 
poBslblo, X ea eore toei you ep^eei^ tlwt we ere eot y^ toe po^» 
ttoa to site yea poeitiwe eeeareBee toet yew eodetii^ eoatnete vm 
to «• ef I toecriber to toeorporeto tto eew eoet fstoetotoe* 

Ve wlU» toweeer, eeek to reeolee tole ewtier et tto earlteet poeelUe 
tlae* i^tof esy X eypreee ey eppr ee i etle a for year tolpf^ eeeieteme 
iatble latter* 

StooereXy yew% 

^ • t?Js25clv Philip ]^3cut.iUl©?a 

■ ' • PHILIP LeBOUIILLIES, JR.- 
Acting Assistant Secretary of Defense 

3D774 172026 
Coonliaatod wltoi 

Mr* BeBBaraaB 



... f<> 

to. S« B* Beleik^ 


Bireet^ ef Ceeto^^ 
AeroJet^SoMral 
iwoee^ CelifeniXe 
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T6» Tb 0 AsfisUst S ^ cwt ai y of JPefwwe «bA Logi^ea) 

FBOMi PlgaKBtor *fi^ Froe or iBoat Fbilligir ■ 




Beato* T0 Mspoad to a lottar dated 17 Beofl<d>er 1959 Ate the 

Mrojet-GeBeral CoxToratl^ ^eh offered the aerrloea of AereJet* 

Cental as § pilot coe^>aa 3 r to Vorl dot pi^^hle^ of oattlag over 
coopenlea aoraas the the MKr o6ntx«ot edrt ^ioeiplaa* 

^ Aej^jet-Ooadral letter all of ita coBtraete. 

inclodisg thpi^^^ the coof^a^ la a e o b ojartraelop ^ prlae 

fSJis ^ ow to the aev oootraet cost prlBclplea as of 1 December 

1959 (the begliuiiBg of a tev fiscal >ear}^ The Co^iiy offered Its eer- 
▼iwa es a pilot ^ provided a detailed llstlsg of ooatrects vhlch \ 

total approxtoately 80$ slllloo dollars. The Coapaiy also fOmlehed an sj 
analysls^^ the effect of t^^^ 1 

tracts, indi<%tlBg that "Baaed ra the" precedl^ aaalyslsi Aerojet-General /- — <7 ' 
Porporatlca concurs In the oplnloa of the PepaHnent of Defense, as ax- ' V 
pressed la the questions add enewers |«jfaLlehed ln"cdia*ectlon with publica- 
tion of the iew contract cost |>rlnclples, to the effect that operUlng 
under the TOv oet of rules is ndt ea^cied to result la Increased costs to 
the Departaeht of Defense.* 

^ ^allta :7 Departaents etudylafi the 
dlfficffllt probliab lirrolTe^^ adsdiBent of existing contracts to 

lneoppca*ate the new cost prlnolj^s. This groi^ trill Beet again on 
5^jomiap;. Sooe of odr people have set taforaally with rdproaeatat Ives 
of the Geacrel i^M^tlj^ an) fdrther diaeosslwe are cooteDplated. 

Wo tMnk tbat a quick look it the Aerojet-General sltttati<n wHl provide 
us with Valuable inforauiticte^^^^^to odr overall enaildei^Hmt rrobltm^ 

Ve cortec^te issuing sa SHplliyiag iwaorsndm to tbs Kllltaw Smartnents 
on this ^subject as sook as possttls. 

,4 «i“ ^ we have reqotstsd ih» audit dloarats of the Ka^ 

and Air fdrce to sake aa isBadlate (Qipraisal of Aerojat-€aaaral*s rm - 
tenUoB that the iq^Ucetioa of the Bev dost priaeiples to oxlstlaff eon- 
^eots will have no Bateriel offset. 




BfifinMftnrlntJait ^t 700 ei^i the atteshid letter. 

(Hr. Kilgore). 
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A130RCU Rtn.Y TR 
TMt ATTBitieH 0« 

yc\ FA/r. 1 . ly 


:^, ,' ECP^CTiL - iiduRtry -ifeiiiRnM po C^roprRhrtRli^ J^r* jPrtoe^ 

- TOi ■' K«Rdquerter« TSAF 'y't=^>■M^':^'■^•r-t^'•V''=v-vl•' ■■•^^/r4:c?v;r-?~'\^^^ -" ■“? 

' - Offii*^' Dpl«ty ChUfof SUff,'M®tRrlRll{f^|^i^^ig^^^ 

WrRCtorRtR of IV*oRx«»oat ttd Pr^URtlco Vr * V 

■ Attnf AIKPF-HW?-';s' ; ■;=•' ;/C'\.--C'X' . . 

■ • - - -. , . • •'.. <•-.;; N .‘..-v'-V.'' V:';* ^‘‘-v K.-^” :'• W •■■' •t'-*’'^ '•*• '*■- - .'T- *1,i''* ' • ’ '5'''\V'--4-^C*. ■' ‘••3 ^l’'*' .’i <■ -’ ’"' 5 * 

1 , Th* iafluRtry oRBiDRRtR Rbwt uRln« Rottpr^enelTR RRSt i;rlr.clple*. 

apparently ai^suxe that all Dapertaent cf Dafenaa pra eurau»ant a , a ra . 
r*de in tar anrlransaent ©f affa©tl^« prl©a ©onpetltioR* ItovaVer* th© :i < 
f©reat of the aark©t piae© ©nd ©cmpetltlT© rwir© lata are not prorent 
la a rabetantial part ©f lOD praeureueat action©. Td icnora this 
fundasiental feet le t© IfBor© th© b©aie ©auae of tte ttcat el£T,lfieant > 

■ pricing rr©hl«aa.' ■'■■■' v ' 

2 . Iniuetry*© con* nia ar© la flY© principal aroa© which we will 
dlacuBB IndlTlflually, Baaod on thlr premia© fallawlng are ce=irnt 8 r 
regarding tte flY© principal areac ecTerod la th© Inrtuatry lettort 

A« Baecprltion of all nor&el ©cd iTitiBato coat© 


IiduBtiy»o pcaltlon on thla aut^oet ladleato© an %prar^ -\]0:-_ 
dealre fer guarant©©d eoata and. t© rom© ©flrtont guoionteod profit# ■ 

Micb bee b©ea mad© of th© IneooBlstencl©© in the r«®il©tJon where c«rtaln;,^j 
ecete are dealt- wl th aaccrdlng to fuactlem and ©there are dealt with f \ 
according to object# AdTartlalag la an ©xmnpl© cited by Industry aa 
illuetratlng an Inoonaleteacy which they aay la ob>etipnable# - ^ ©r*. 

hcweTcr, other eoata role tod t© obJectlToa which because of public ^ 
policy and as a amtter of oqulty should not b© rocognlaed U 
^ prleing# • An ©xastpla'l© pros©cutloa. of_ elalo* aigainat. t^ ^i’C.rti^nt, ■' 
©otertalnasnt orpena© ar contrlbntlcna to crganl»atlons aeeklng -t© to- 
Ouenc© leglalatlea# All of tbaa© costa.vfrom laduatr^^^ > 

nmy b© 'prepor. and ordinary , business <expens©a#.jL.H(>w©Ter# , 

’^Int of Tiew, It would net b© proper to roeognli©; these 'cpstp#^;^^ 
Ueemirwnt should Wt -b© la a poeltlpa of support tog pa>-wnts Bede in - 
■ proneeutlcn of "elato© agatost lt©el;fiV'I®duBtry , nn>»r . 
ccntractora mat recoror all 'cests tocuTwd, aoMhow,, h^ 
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^ . a»y net 1^ «tX«_to dp ec l»aJf la^ot iv* fbr^ " 

■«£* t 3 ^r, iac m 'COP tp,7v:;Tb*^7«icPi^^ ^7^ 

CPE. reccTexy ie curpcntly present .In -coraarclpl l^uHneeV efis^i^'cae 

•T^uat.-a of eoBt Ubp$ ntb^r than rl£W rulae of allcwmio 

•atlas ted ccEt* aiv .« factor 1# arriving at: » .rrlcP '^^ 

Plin th** ^ rrocoiure inherent la fixc3 Vrice centra cU^ 

?hlr 7 !fi!^!r ^ opportualty to eireuse aileeatmty end « ; 

c.iaac- .0 JuetifJr thr,.leTol ef oxj-enillturoo ecnteaf'latea, ^-.-.s>. ^.^/^.■; /^^■.l:. 

■ .^.«>M^lgnee 9 and ^ Irr^hiilty 'aa '' a^c C-Srrle ' 

Industry poEltloa Ic again taapd on the- eoacept that - 
.5;^:^!%*®“';'* ^ J’* fcrc«e are alveya praaant in DCD ?xr. cur- seat, flnr/^ 
nct .a T.:id cne VC beller. that w.aonatlane aaV «nori 

f testa that awat be exorcised aa a aolectlve b;,Eic ^Itr. ref-eet 
tc eftlBi^ted costa rather than aecerting the 'all eeaf ccncent of - . 

- . C. ArpllcablHtr '■ '-*• ,.: •’ ' , ■ .r •: ■..■-.■< ,.\f 

in ^ lens Util ^-' 

fern^a pricing, i^oraula pricing need not he ceeaar . : 

f^m the use of these prlnclrle.. TtU la espeeially true in areas of 
pro s^ectiTo pricing ubere coat aatliLBtea are nrt;,tbe;;;eele :dete« ■',j' 

*or i-rlclng. In those eases where cost estlaBtee are a ftctc-r, tria-rv ■ - 

ciacern Ir with the ieral of. eat iaeted costa and aecohdai^- ^ 

ni * 0 BtB inelwieiit eat last esivihalysia 

will often result in dlfferenoa* of opinion aa W cetiaates.-^3^^ 

,^rce her, nc^fear, of. >elng. wrong 

; ^-rrcnde.the b«at Ineentlta 'to efflelen'cy V ' / , ^ 

will eaceuraga eentnetoTB tp epntrcl eotia, Jbe Mr ^reB-M^c'':itMif^rfrs ■ 
gore^aeat nagotUtora «iet hare Ufornatlba i^rdlne"^^^^^^^ ■> ^’. 

* It * ^ ???* ®«t t ^ c 

ceta and ecat ostlMtea .;for;;pj^par*tlon''of Me''Fropooalt:7;.i3"the 
■ rcadueted ' in a ▼acuu3^..S''''¥::Sv^5‘\Vf::'7>x<%^:^f^^^ //k-ii''':"-- ■■ 

-. ’ r ^ ^ V -1 *'■* ^ ^ *_ f ^ ^ ”^r ■^' *' ■*W* - V ’ '/ 
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KCTFA lit* dtd 26 Not 55 
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-1 </* •» a®t eubBitiiixg'any e«Uil#d'®eimettt"M^ 

-..diTld-al l.es.# of eort cioeo tL« iKC pooltloo boa boon eotoblUlioi in ' 

^ *® tbi* i* la tbo oroa of re^ 

p^-r€h and doralopBont costa. Vo roccauotkl that the aops,r«ticii of baaie 
rpfetreh end appliod rosearch raforonood la tbo cost rrlBeit>lA« !»• a< 

J •'t J*“^*** •» •**' boeoaoo the eer*»r 6 tic^n of 

*v^ reaaerch la artlflaiaJ and lapioctleal, „> recocLrd 

^ irioel^o of eharlng general research expense with tfcoee ccntract — 

rf 9?t«- ”^*^'^***' ?* all gcT-rainent bo oetabllpbefi, Thle 

r Iti^n reccpiUoa the outual beno'fit derieod by both the ffcTCT’^'^r* tnfS 
^".curtry froa general reeeareh. It also plaoea 0 naasure c^r inU-tive 

*• «^.r.iM fr«d.nt «.,rci .f 

.u..a.;lc br th. .o,«l .f L 

ceanerclal and gooe-nawot bueineaa., , reaoarcn cost Xc 

Ut9«t dr*rt !f«.*^°4***"**‘^** eor*eept has been reflected in the 

- t.st dreft corering research and doTelepaeat dated 16 Hcreaber 1956 , 
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